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Foreword

The texts of the Uniform Certified Public Accountant Examinations, prepared by the Board of Examiners of the
American Institute of Certified Public Accountants and adopted by the examining boards of all states, territories,
and the District of Columbia, are periodically published in book form. Unofficial answers to these examinations
appear twice a year as a supplement to the Journal o f Accountancy. These books have been used in accounting
courses in schools throughout the country and have proved valuable to students and candidates for the CPA
certificate.
Responding to a continuing demand, we now present a book of unofficial answers covering the period from May
1980 to November 1981. The questions of this period appear in a separate volume which is being published
simultaneously. While the answers are in no sense official, each has been reviewed by the Board of Examiners and
the senior members of the Advisory Grading Service. Finally, they represent the considered opinion of the staff of
the Examinations Division.
A special note of thanks is extended to John G. Pate, Jr., University of Texas at El Paso, for the comprehensive
index included in this volume. A careful reading of this index may benefit candidates in their review when
preparing for future examinations.
It is hoped that this volume will prove of major assistance to candidates and those who aid candidates in preparing
to enter the accounting profession.

William C. Bruschi, Vice President-Review and Regulation
American Institute of Certified Public Accountants
April 1982
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Unofficial Answers to Examination
May 1980

ACCOUNTING PRACTICE—PART I

May 7, 1980; 1:30 to 6:00 P.M.

Answer 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

a
a
b
b
c
a
d
b
d
b

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

Answer 2

a
c
c
d
b
a
c
c
c
b

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

b
c
c
d
a
c
c
a
d
b

Answer 3 (10 points)
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

d
c
d
b
b
b
b
c
d
b

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

1

d
c
d
b
b
d
c
b
d
d

(10 points)
31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

a
c
b
c
d
a
a
d
b
a

Examination Answers— May 1980
Answer 4

2.

(10 points)

Part a.

1.

Summit Company
JOURNAL ENTRY
January 1, 1979

Account

Balance at January 1, 1979

Dr.

$ 20,000

Provision for doubtful accounts required for
1979 ($83,000 - $20,000 - $5,000 +
$24,820)

Cr.

$ 20,000

Retained earnings
Allowance for doubtful accounts

Summit Company
ANALYSIS OF CHANGES IN THE
ALLOWANCE FOR DOUBTFUL ACCOUNTS
For the Year Ended December 31, 1979

82,820

Recovery in 1979 of bad debts written off
previously

$ 20,000

To set up the allowance for doubtful
accounts at January 1, 1979,
resulting from the correction
of an error (Schedule 1)

5,000
107,820
83,000

Deduct write-offs for 1979
Allowance for doubtful accounts at
December 31, 1979 (Schedule 3)

Schedule 1

$ 24,820

Schedule 3

Computation o f Allowance for Doubtful Accounts
at January 1, 1979
Accounts receivable at December 31, 1978

$ 1,250,000

Accounts receivable at December 31, 1979

$1,460,000

X 1.60%

Doubtful accounts expense as a percentage
of sales for the 5 years ended
December 31, 1979 (Schedule 4)

X1.70%

Doubtful accounts expense as a percentage
of sales for the four years ended
December 31, 1978 (Schedule 2)
Allowance for doubtful accounts

Computation o f Allowance for Doubtful Accounts
at December 3 1 , 1979

$

20,000

Allowance for doubtful accounts

Schedule 2

$

24,820

Schedule 4

Computation o f Doubtful Accounts Expense
as a Percentage to Credit Sales
From Inception to December 31, 1978

Computation o f Doubtful Accounts Expense
as a Percentage to Credit Sales
Five Years Ended December 31, 1979

Accounts Written O ff
Net o f Recoveries

Credit Sales

1975
1976
1977
1978

$ 1,500,000
2,250,000
2,950,000
3,300,000

$ 15,000
35,300
49,500
60,200

($
($
($
($

1 5 ,0 0 0 -$
0)
3 8 ,0 0 0 -$ 2,700)
5 2 ,0 0 0 -$ 2,500)
6 5 ,0 0 0 -$ 4,800)

1975-1978
(Sched
ule 2) $10,000,000 $160,000 ($170,00 0 - $10,000)
4,000,000
78,000 ($ 8 3 ,0 0 0 -$ 5,000)
1979

$10,000,000

$160,000

($170,000- $10,000)

$14,000,000 $238,000 ($25 3 ,0 0 0 - $15,000)

Percentage of doubtful
accounts expense to
installment sales 1.60%

Year

Accounts Written O ff
Net o f Recoveries

Year

Credit Sales

Percentage of doubtful accounts
expense to credit sales 1.70% ($238,000 -÷ $ 14,000,000)
($160,000÷ $10,000,000)

2

Accounting Practice— Part I

Part c.

Partb.

Maple Corporation
INCOME BEFORE INCOME TAXES ON
INSTALLMENT SALE CONTRACT
For the Year Ended December 3 1 , 1979

Pitt Company
INCOME BEFORE INCOME TAXES ON
SALE OF PATENT
For the Years Ended December 3 1 , 1978, and 1979
1978
Profit on Sale
Sales price ($16,000 X 3.60)
Cost of patent, net of
amortization
Interest income
(Schedules 1 and 2)

Sales
Cost of sales

1979

Gross profit
Interest income (Schedule 1)

$57,600
10,000 $47,600

Income before income taxes

$556,000
417,000

—

6,912

$5,821

$54,512

$5,821

139,000
27,360
$166,360

Income before income taxes

Schedule 1

Schedule 1

Computation o f Interest Income for 1978
Sales price
Interest rate

$57,600
X12%

Interest income

$ 6,912

Computation o f Interest Income on
Installment Sale Contract
Cash selling price
Deduct payment made July 1, 1979

Schedule 2

$556,000
100,000

456,000
X12%

Interest rate

Computation o f Interest Income for 1979
Balance at December 31, 1978
($57,600+ $6,912)

$ 54,720

Interest July 1, 1979 to December 3 1 , 1979
($54,720 X ½)

$ 27,360

$64,512

Deduct payment made on
January 1, 1979

16,000

Interest rate

48,512
X12%

Interest income

Answer 5

Annual interest

$ 5,821

(10 points)
Gilroy, Inc.
COMPUTATION OF STOCKHOLDERS’ EQUITY ACCOUNTS
December 3 1 , 1977

Shares

Amount

Additional
Paid-In
Capital

Issuance of $10 par value
common stock in May 1977
Net income for 1977

300,000

$3,000,000

$300,000

Balance, December 3 1 , 1977

300,000

Capital Stock

R e ta in e d

Earnings

$125,000
$3,000,000

3

$300,000

$125,000

Examination Answers— May 1980
Gilroy, Inc.
COMPUTATION OF STOCKHOLDERS’ EQUITY ACCOUNTS
December 31, 1978

Shares

Amount

Additional
Paid-In
Capital

Balance, December 3 1 , 1977
Issuance of $10 par value
common stock in July 1978
5% stock dividend issued on
November 6 , 1978
(Schedule 7)
Net income for 1978

300,000

$3,000,000

$ 300,000

500,000

5,000,000

1,250,000

40,000

400,000

40,000

Balance, December 3 1 , 1978

840,000

$8,400,000

$1,590,000

Capital Stock

Schedule 1
Stock Dividend
Common stock issued and outstand
ing at October 2 3 , 1978, the
record date
Stock dividend shares issued on
November 6,1978 (5% X 800,000)
Market value of common stock on
October 2 3 , 1978
Charge to retained earnings for stock
dividend

800,000 shares
40,000 shares
x 1 1 .00
$440,000

4

Retained
Earnings
$125,000

(440,000)
350,000
$ 35,000

Accounting Practice— Part I
Gilroy, Inc.
COMPUTATION OF STOCKHOLDERS’ EQUITY ACCOUNTS
December 3 1 , 1979

Am ount

Additional
Paid-In
Capital

Retained
Earnings

$ 8,400,000

$1,590,000

$ 35,000

Capital Stock
Shares
Balance, December
3 1 , 1978
Reacquisition of shares
for $9 per share in
February 1979
Sale of treasury stock
for $12 per share in
June 1979
Exercise of stock rights
for $13 per share in
October 1979
(250,000 X 2)
Exercise of stock rights
for $13 per share in
November 1979
(400,000 X 2)
Cash dividend of $0.20
declared on December
1 5 , 1979 (Schedule 2)
Retirement of treasury
stock on December
2 1 , 1979
Net income for 1979
Balance, December
3 1 , 1979

840,000

45,000

500,000

5,000,000

1,500,000

800,000

8,000,000

2,400,000

Shares

Amount

30,000

$270,000

(15,000)

(135,000)

(10,000)

(90,000)

(425,000)

(10,000)

(100,000)

10,000
750,000

2,130,000

$21,300,000

$5,545,000

Schedule 2
Cash Dividend
Common stock issued and outstanding
at December 3 1 , 1979, the
record date
Deduct treasury stock held at
December 3 1 , 1979
Common stock shares subject to
dividend
Cash dividend of $0.20 per share
Cash dividend

Treasury Stock

2, 130,000 shares
5,000 shares
2,125,000 shares
X0.20
$ 425,000

5

$360,000

5,000

$ 45,000

ACCOUNTING PRACTICE—PART II

May 8, 1980; 1:30 to 6:00 P.M.

Answer 2

Answer 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

a
a
b
a
a
a
b
d
c
c

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

c
c
b
b
c
a
b
c
d
a

6

d
b
d
b
c
d
d
a
a
a

(10 points)
31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

a
d
c
b
b
b
a
b
a
c

Accounting Practice— Part II
Answer 3

Debit

(10 points)

(6)

Encanto Corporation and Subsidiary
ADJUSTING AND ELIMINATION ENTRIES
December 31, 1979
(Not Required)
Debit

Retained earnings —Encanto
Corporation
Inventory —Norris Corporation
To eliminate intercompany profit in
ending inventory of Norris
Corporation $35,000 ÷ 125% =
$28,000; $35,000 - $28,000 =
$7,000 profit

Credit

( 1)
Excess of cost over net assets
acquired
Investment in Norris Corporation
To reclassify excess of cost over net
assets required
$260,000* X 30% = $78,000
30% of investment 92,000

$ 14,000

Accumulated depreciation
Retained earnings —Encanto
Corporation
Property, plant, and equipment
To eliminate intercompany gain and
adjust accumulated depreciation
on equipment sold by Encanto
to Norris

(2)
933
933

Encanto’s book
value
Selling price

(3)
Common Stock —Norris Corporation
Retained earnings —Norris
Corporation
Investment in Norris Corporation
To eliminate reciprocal elements in
investment and equity accounts

Excess

90,000

226,800

$7,000

Depre
ciation

$36,000
42,000

$ 900
1,050

150
5,850
6,000

($ 6,000) ($ 150)

8,000
8,000

*[$100,000 + ($152,000 - 96,000 + 40,000) + 2/3 X 96,000]
10,000

15,200
10,000

15,200

(5)
Dividends payable
Dividends receivable
To eliminate Encanto’s share of
intercompany dividends
$40,000 X 90%

Equip
ment

( 8)
Cash
Accounts receivable
To record payment in transit

136,800

(4)
Common stock —Norris Corporation
Retained earnings —Norris
Corporation
Minority interest in common
stock of Norris Corporation
Minority interest in retained
earnings of Norris Corporation
To record minority interest’s share
of common stock and retained
earnings of Norris Corporation

$7,000

(7)

$ 14,000

$14,000
Retained earnings —Encanto
Corporation
Excess of cost over net assets
acquired
To record amortization for four
months $14,000 ÷ 60 X 4

Credit

36,000
36,000

7

8

Total liabilities and stockholders’ equity

Minority interest

Minority interest in Norris Corporation

Norris Corporation

Minority interest in Norris Corporation
Retained earnings
Encanto Corporation

Accounts payable
Notes payable
Dividends payable
Common stock
Encanto Corporation
Norris Corporation

Liabilities and stockholders’ equity:

Total assets

Excess of cost over net assets acquired

Cash
Accounts receivable
Notes receivable
Dividends receivable
Inventories
Property, plant, and equipment
Accumulated depreciation
Investment in Norris Corporation

Assets:

$1,202,000

501,000

400,000

$ 222,000
79,000

$1,202,000

$ 167,250
178,450
87,500
36,000
122,000
487,000
(117,000)
240,800

Encanto
Corporation

^

Encanto Corporation and Subsidiary

$457,000

152,000

100,000

$ 76,000
89,000
40,000

$457,000

68,000
252,000
(64,000)

$101,000
72,000
28,000

.

Norris
Corporation

$1,659,000

152,000

501,000

400,000
100,000

$ 298,000
168,000
40,000

$1,659,000

$ 268,250
250,450
115,500
36,000
190,000
739,000
(181,000)
240,800

Total

As o f December 31, 1979

150

8,000

(2)
933
(7) 5,850
(6) 7,000
(3) 136,800
(4) 15,200

(3) 90,000
(4) 10,000

(5) 36,000

(1) 14,000

(7)

(8)

Debit

8,000

(4) 15,200

(4) 10,000

(3) 226,800
(1) 14,000
(2)
933

(5) 36,000
(6) 7,000
(7) 6,000

(8)

Credit

_____ _________________________________________________________

Adjustments and Eliminations

CONSOLIDATED BALANCE SHEET WORKSHEET

25,200

(4) (15,200)

(4) (10,000)

m inority
Interest

$1,382,417

25,200

—

487,217

400,000
—

$ 298,000
168,000
4,000

$1,382,417

13,067

$ 276,250
242,450
115,500
—
183,000
733,000
(180,850)
—

Consolidated

Examination Answers— May 1980

Accounting Practice— Part II
Answer 4

(10 points)
Dexter Village
TRANSACTIONS FOR THE FISCAL YEAR ENDED JUNE 30, 1979

Trans
action
No.

Fund or
Group o f
Accounts

1.

General fund

2.

3.a

3.b

4. a

4.b

5.

6. a

6.b

6.c
6.d

General fund

Trust fund

Trust fund

Amounts
Account Titles and Explanations

Debit
$400,000

Estimated revenues
Appropriations
Fund balance
To record budget

$394,000
6,000

Taxes receivable —current
Revenues
Estimated uncollectible current taxes
To record tax levy
Investments
Fund principal balance
To record value of securities donated in trust

390,000
382,200
7,800
50,000
50,000

Cash
Revenues
To record revenues earned

5,500

Operating transfers out
Cash
To record establishment of intragovernmental fund

5,000

Intragovern
mental
service fund

Cash
Contribution from general fund (or fund balance)
To record contribution from general fund

5,000

Special assess
ment fund

Improvements authorized (or estimated revenue)
Appropriations
To record authorization of assessment

75,000

Special assess
ment fund

Assessments receivable —current
Due from general fund
Revenue —special assessments levied
Operating transfers in
To record assessment

72,000
3,000

Special assess
ment fund

Cash
Assessment receivable —current
Due from general fund
To record cash received

75,000

General fund

Operating transfers out
Due to special assessment fund

3,000

Due to special assessment fund
Cash
To record cash payment

3,000

General fund

General fund

Credit

5,500

9

5,000

5,000

75,000

72,000
3,000

72,000
3,000

3,000
3,000

Examination Answers— May 1980
Dexter Village
TRANSACTIONS FOR THE FISCAL YEAR ENDED JUNE 30, 1979 (cont.)
Trans
action
No.

Fund or
Group o f
Accounts

7.a

Special assess
ment fund

Encumbrances
Reserve for encumbrances
To record contract for lighting

Special assess
ment fund

Reserve for encumbrances
Expenditures
Cash
Contracts payable —retained percentage
Encumbrances
To record payment and retained percentage

75,000
75,000

General fixed
assets

Improvements other than buildings
Investments in fixed assets
To record improvements

75,000

Intragovern
mental
service fund

Inventory
Cash or vouchers payable
To record purchase of supplies

General fund

Cash
Taxes receivable —current
Revenues
To record collections

7.b

7.C

8.

9 .a

9.b

10.a

10.b

11.a

11.b

11.c

General fund

Amounts
Account Titles and Explanations

Estimated uncollectible current taxes
Revenues
To correct tax revenues

Debit
$ 75,000

$ 75,000

71,250
3,750
75,000

75,000
1,900
1,900
393,000
386,000
7,000
3,800
3,800

Capital
projects fund

Cash
Proceeds of general obligation bonds
To record issuance of bonds

500,000

General long
term debt

Amount to be provided for retirement of bonds
General obligation bonds payable
To record liability

500,000

General fund

Reserve for encumbrances
Encumbrances
To record cancellation of encumbrances
upon payment for fire truck

15,000

Expenditures
Cash
To record purchase of fire truck

15,000

Fire truck
Investment in fixed assets
To record acquisition

15,000

General fund

General fixed
assets

10

Credit

500,000

500,000

15,000

15,000

15,000

Accounting Practice— Part II
Answer 5

(10 points)
Adept Company
Grading Department
COST OF PRODUCTION REPORT
For the Month o f November 1979
Material

Total

Description
Physical units in pounds to
be accounted for:
(a) Beginning inventory
(b) Added
(c) Less by-product*

36,000
-7,200

Pounds to be accounted
for

28,800

-

Equivalent units in pounds:
(d) Beginning inventory
(e) Started and completed
(f) Ending inventory

-

0-

0-

-

0-

-

Manufacturing costs:
(h) Beginning inventory

-

0-

-

-

0-

28,800

0-

28,800

28,800

(g) Equivalent units

0-

28,800

28,800
-

Labor/Overhead

-

0-

28,800

0-

-

0-

$86,400

(i) Current —November
(j) Less net realizable
value of by-product

$352,080

$265,680

6,480

6,480

(k) Current costs

$345,600

$259,200

$86,400

(l) Total costs

$345,600

$259,200

$86,400

Equivalent unit cost
(m) = (k ÷ g)

$

$

$

12.00

9.00

-

0-

3.00

Amount of ending work-in
process (m X f)
Amount transferred out
(m X e)

$345,600

$259,200

$86,400

Total manufacturing cost

$345,600

$259,200

$86,400

-

0-

-

*36,000 X 20%

11

0-

-

0-

Examination Answers— May 1980
Adept Company
Saturating Department
COST OF PRODUCTION REPORT (cont.)
For the Month o f November 1979
Description

Total

Physical units in pounds to
be accounted for;
(a) Beginning inventory
(b) Transferred in
(c) Water added (b) X 50%

1,600
28,800
14,400

(d) Pounds to be accounted
for

44,800

Transferred in

Material

Labor/Overhead

Equivalent units in pounds:
(e) Beginning inventory
(f) Started and completed*
(g) Ending inventory

1,600
41,200

41,200

41,200

800
41,200

2,000

2,000

2,000

1,000

(h) Equivalent units

44,800

43,200

43,200

43,000

Manufacturing costs;
(i) Beginning inventory
(j) Current —November

$ 17,600
431,600

$345,600

-

0-

$86,000

(k) Total costs

$449,200

Equivalent unit cost
(m) = ( j)÷ (h)

$

8.00

-

0-

$

Amount of ending work-inprocess (g) X (m)

$ 18,000

$ 16,000

-

0-

$ 2,000

Amount transferred out:
Beginning inventory
Completion cost (e) X (m)

$ 17,600
1,600

10.00

First layer (1,600 lbs)
Started and completed (e) X (m)

19,200
412,000

Total transferred out

431,200

Total Cost

-

$

$449,200

*44,800 - (1,600 + 2,000) or (43,200 - 2,000)

12

0-

-

0-

2.00

AUDITING

May 8, 1980; 8:30 A.M. to 12:00 M.

Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

c
d
a
d
b
c
d
b
b
d
a
a
d
a
d

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.

a
b
b
a
b
d
c
b
c
a
a
d
a
c
d

13

a
b
c
c
b
a
d
c
d
b
b
d
d
c
c

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

b
c
c
d
c
c
d
b
a
c
c
a
c
d
d

Examination Answers— May 1980
Answer 2

(10 points)

•

a.
Services That Savage
May Perform
•
•
•

Counsel on potential
expansion plans.
Search for and inter
view new personnel.
Train personnel.

Services That Savage
May Not Perform
•
•
•

•

Hire new personnel.
Supervise the opera
tion of the system.
Monitor
client-pre
pared source docu
ments
and
make
changes in basic EDP
generated data with
out concurrence of
the client.

b. In addition to the procedures outlined above, Hast
ings should do the following:
•
Trace postings from the sales journal to invoice cop
ies.
•
Trace data from sales invoices to the sales journal.
•
Compare dates of recorded sales transactions with
dates on shipping records.
•
Determine that all shipping documents have been
accounted for (for example, by accounting for the
integrity of the numerical sequence).
•
Examine documents for appropriate approval (for ex
ample, grant of credit, shipment of goods, and deter
mination of price and billing).
•
Determine the extent and nature of business trans
acted with major customers (for indications of previ
ously undisclosed relationships—related parties—and
for determination of applicability of disclosure re
quirements required by generally accepted account
ing principles).
•
Verify the sales cutoff at the beginning and end of
the period to determine whether the recorded sales
represent revenues of the period.
•
Test pricing by comparing invoices to daily price
list.

b. The significant matters related to an engagement gen
erally include (a) the engagement’s objectives, (b) the
scope, (c) the approach, (d) the role of all personnel, (e)
the manner in which results are to be communicated, (f)
the timetable, and (g) the fee.
c. Savage must be qualified to supervise and evaluate
the work of specialist employees. Although supervision
does not require that Savage be qualified to perform each
of the specialist’s tasks, Savage should be able to define
the tasks and evaluate the end product.

Answer 3

Compare duplicate data maintained in separate files
for correctness. For example, the computer may be
used to compare the client’s records of quantities
sold with the client’s records of quantities shipped.
Examine records for quality (completeness, consis
tency, and so forth). [The quality of visible records
is readily apparent to the auditor. Sloppy record
keeping, lack of completeness, and so on, are ob
served by the auditor in the normal course of the
audit. If machine-readable records are evaluated
manually, a complete printout is needed to examine
their quality. Hastings may choose to use the com
puter to examine these records for quality.]

(10 points)

a. Based upon the information given the computer may
be used by Hastings to do the following:
•
Test extensions and footings of computerized sales
records that serve as a basis for the preparation of
the invoices and sales journal.
•
Verify the mathematical accuracy of postings from
the sales journal to appropriate ledger accounts.
•
Determine that all sales invoices and other related
documents have been accounted for (for example, by
accounting for the integrity of the numerical se
quence).
•
Select sales transactions for review (based upon pre
determined criteria) through a review of the sales
journal or the accounts receivable subsidiary ledger.
•
Print a workpaper that lists each item selected, with
relevant data inserted in applicable columns.
•
Select all debits posted to the sales account and all
postings to the sales account from a source other
than the sales journal.
•
Analytically review recorded sales by use of pre
determined criteria (percentage relationships, gross
margin, trends, and so forth, on a periodic or annual
basis).

Answer 4

(10 points)

a. Substantive tests are procedures designed to test for
dollar errors that directly affect the fair presentation of
financial statement balances. A basic premise underlying
the application of analytical review procedures is that data
relationships may reasonably be expected by the auditor
to exist and continue in the absence of known conditions
to the contrary. Since the presence of those relationships
provides the auditor with evidential matter required by the
third standard of field work, analytical review procedures
that test for the presence of such relationships are consid
ered substantive tests.
b. In the initial planning stages, analytical review pro
cedures may be used to assist in determining the nature.
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extent, and timing of other auditing procedures by identi
fying, among other things, significant matters that require
consideration during the examination.

4.
5.

c. The analytical review procedures that one would ex
pect a CPA to utilize during an examination in accord
ance with generally accepted auditing standards include
the following;
•
Comparison of the financial information with infor
mation for comparable prior period(s).
•
Comparison of the financial information with antici
pated results (for example, budgets and forecasts).
•
Study of the relationships of elements of financial
information that would be expected to conform to a
predictable pattern based on the entity’s experience.
•
Comparison of the financial information with similar
information regarding the industry in which the en
tity operates.
•
Study of relationships of the financial information
with relevant nonfinancial information.

6.
7.

8.

9.

10.
Answer 5

(10 points)

a. Weaknesses in the system of internal control are the
following:
1. Lack of approval of the foreman’s clock card by an
appropriate supervisor is an unsound practice. Em
ployees should not be permitted to maintain their
own time records and submit them without approval.
2. The computation of regular and overtime hours pre
pared by payroll clerk no. 2 that is used in the
preparation of the payroll register is not compared
with the summary of regular and overtime hours
prepared by the foreman.
3. Arithmetic computations and rates of pay used in the
preparation of the payroll register are not checked
by a person who is independent of their preparation
and payroll register columns are not verified (readd

b.

ed) by a person other than the preparer of the
payroll register.
Payroll checks are not reconciled to the payroll reg
ister in order to prevent improper disbursements.
A signature-stamp machine should not be in the
custody of any payroll clerk who has access to
unsigned checks.
Payroll is not approved by an officer of the com
pany.
Since the paymaster should be independent of the
payroll process, signed payroll checks should not be
distributed by the foreman.
Unclaimed payroll checks should be in the custody
of an employee who is independent of the payroll
process.
The comparison of (regular and overtime) hours in
dicated on payroll check (or attachments) with (reg
ular and overtime) hours indicated on clock cards
should not be performed by the clerk who is respon
sible for the original computation of (regular and
overtime) hours indicated on clock cards.
The comparison of gross and net payroll indicated
on payroll check (or attachments) with gross and net
payroll indicated in the payroll register should not
be performed by the clerk who is responsible for
preparing the payroll register.

One should inquire whether;
1. Payroll clerk no. 2 checks clock cards for the fore
man’s written approval.
2. Approved overtime is indicated on clock cards.
3. Employment, wage, and related data in payroll files
are periodically crosschecked with personnel files for
agreement.
4. The punching of clock cards is observed by a time
keeper.
5. Other mitigating internal control measures (for ex
ample, bonding, required vacations, and so forth)
are in existence.
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Answer 1 (50 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

c
c
a
c
a
b
c
d
d
c

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

c
b
a
b
d
c
c
d
a
c

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

b
b
b
d
a
c
d
a
d
b
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31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

a
c
a
c
c
d
b
c
b
d

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

b
a
d
b
a
a
a
c
a
b

Business Law
bility to practice before the IRS or (b) his experi
ence or education as an income tax return preparer.
4. Guarantee of payment of a tax refund or of allow
ance of a tax credit.
5. Other fraudulent or deceptive conduct that substan
tially interferes with proper administration of the
internal revenue laws.

Answer 2 (12 points)
Part a.
The 1976 Tax Reform Act substantially changed the lia
bility imposed upon individuals who prepare income tax
returns for compensation. In addition to disclosure re
quirements and ethical standards, the act imposed civil
liability and penalties and empowered the government to
obtain injunctive relief.
The basis for liability under the 1976 Tax Reform
Act is an understatement of the taxpayer’s federal income
tax liability. A final determination of the taxpayer’s tax
liability by the Internal Revenue Service or the courts is
not a necessary condition for establishing an understate
ment of that liability. Where the understatement is due to
the negligent or intentional disregard of the income tax
rules or regulations, the penalty is $100. The penalty does
not extend to the employer of a tax return preparer solely
by reason of the relationship. In the event of a trial of the
question of the proper assessment of the penalty, the
preparer has the burden of proving he was not at fault.
Where it is found that the preparer willfully under
stated the taxpayer’s liability, the penalty is $500 per
return. Where the willful understatement of liability also
constitutes a negligent or intentional disregard for the
rules and regulations, as it usually will, the combined
penalty is a maximum of $500.
The 1976 Tax Reform Act also established new pro
cedures for return preparers. Noncompliance with these
procedures subjects the preparer to the following penal
ties.
1. $25 for failure to furnish a copy of the completed
return to the taxpayer.
2. $50 for failure to retain either a copy of all returns
prepared or a list of all taxpayers and their identifi
cation numbers.
3. $25 for failure to reflect the preparer’s identification
number on the tax return.
4. $25 for failure to sign the return.
5. $500 for each taxpayer’s income tax check endorsed
or otherwise negotiated by the preparer.
Finally, the Internal Revenue Service has the power
to seek injunctive relief by enjoining a preparer from
engaging in prohibited practices; or, if his conduct has
repeatedly violated the proscribed practices, he may be
enjoined from practicing as an income tax return pre
parer.
The specific practices of an income tax return pre
parer that can initiate an action to enjoin on the part of
the service are the following:
1. Conduct subject to disclosure requirement penalties
and understatement-of-taxpayer-liability penalties.
2. Conduct subject to criminal penalties under the In
ternal Revenue Code.
3. Misrepresentation of (a) the return preparer’s eligi

Part b.
The Securities Act of 1933 permits an aggrieved party to
sue various parties connected with the registration state
ment for an untrue statement of a material fact in the
registration statement or the omission of a material fact
required to be stated therein or necessary to make the
statements therein not misleading. Those having potential
liability include issuers of the security, those who signed
the registration statement, every director, underwriter,
and expert.
Any acquirer of the security may sue unless it is
proved that at the time of such acquisition he knew of
such untruth or omission.
Since all the directors and signers are also issuers
along with the corporation, they may be sued in that
capacity, since with the one exception mentioned above,
issuers may not avoid liability for untrue statements or
omissions. They are insurers of the truth contained in the
registration statement; that is, they are liable without
fault.
Contrast their liability with that of the accountants
and lawyers who are both experts. As such, they are not
liable for parts of the registration statement on which they
did not render an expert opinion. Moreover, as experts,
they have the benefit of the “due diligence’’ defense.
That is, liability can be avoided if it can be shown by the
expert that he had, after reasonable investigation, reason
able ground to believe and did believe at the time such
part of the registration statement became effective that the
parts for which he gave expert opinion were true and that
there was no omission to state a material fact required to
be stated.
The act also provides certain defenses based on the
amount of damages and their relationship to the misstate
ments or omissions.

Answer 3

(12 points)

Parts a. 1 and a. 2
The general common-law rules require literal performance
by a party to a contract. Failure to literally perform
constitutes a breach. Since promises are construed to be
dependent upon each other, the failure by one party to
perform releases the other. However, a strict and literal
application of this type of implied condition often results
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in unfairness and hardship, particularly in cases such as
this. Therefore, the courts developed some important ex
ceptions to the literal performance doctrine. The applica
ble rule is known as the substantial performance doctrine,
which applies to construction contracts and is a more
specific statement of the material performance rule that
applies to contracts other than construction contracts. The
general rule holds that if the breach is immaterial, the
party who breached may nevertheless recover under the
contract, less damages caused by the breach. The sub
stantial performance doctrine requires the builder (party
breaching) to prove the following facts.
a.
b.

c.

1. The parties intended silence as acceptance.
2. Prior dealing indicates that silence is an acceptable
method of acceptance.
3. The custom of the trade or industry recognizes si
lence as acceptance.
It is clear that our case is not within any of the
exceptions; hence, silence does not constitute acceptance,
and there is no contract.

Part c.
The sale of the business to Franklin was both an assign
ment (sale) of all rights and a delegation (assumption) of
the duties connected with the business. Consequently,
Monash assumes the role of a surety and remains liable to
pay the existing debts immediately (for example, the
mortgage) upon default by Franklin. The creditor’s rights
are unaffected. Franklin becomes the principal debtor and
in the relationship between Monash and him, he should
pay as he promised her. Although his promise was made
to Monash only, the creditors are third-party creditor
beneficiaries of that promise. Therefore, they have the
standing to sue Franklin on that promise despite the lack
of privity and even though they have given no considera
tion for Franklin’s promise. They may also proceed on
the original promise made by Monash upon which she
remains liable.

The defect was not a structural defect.
The breach was relatively minor in relation to the
overall performance of the contract. The courts and
texts sometimes talk in terms of a 95 percent or
better performance.
The breach must be unintentional or, to state it
another way, the party breaching must have been
acting in good faith.

It would appear that requirements a and b are clearly
satisfied on the basis of the facts. Requirement c cannot
be determined on the facts given. If Silverwater deliber
ately (with knowledge) substituted the improper and
cheaper tile or sewerage pipes, then it may not be entitled
to the benefit of the substantial performance exception.
On the other hand, if these breaches were the result of an
innocent oversight or mere negligence on its part, recov
ery should be granted. The recovery must be decreased
by the amount of the damages caused by the breach. The
substitute of sewer pipe of like quality and value would
be considered substantial performance.

Answer 4

(14 points)

Part a.
A consignment is a selling arrangement between the
owner, called the consignor, and the party who is to sell
the goods, called the consignee. The consignee is ap
pointed the agent to sell the owner’s merchandise. The
following are the key characteristics.
1. Title to the goods remains at all times with the
consignor.
2. The consignee is at no time obligated to buy or pay
for the goods.
3. The consignee receives a commission for the goods
sold.
4. The proceeds belong to the consignor.

Part b.
No. The offer for the sale of real property is governed by
the common law of contracts.
Anderson’s letter constituted an offer that stated it
would expire at a given time. In addition to stating the
time, the letter indicated that acceptance “must be re
ceived in her (Anderson’s) office’’ by said time. This
language is clear and unambiguous and effectively nega
ted the rule whereby acceptance may take place upon
dispatch. Thus, despite use of the same means of commu
nication, acceptance was not effective until receipt by
Anderson on March 2, 1980. This was too late. Thus, the
purported acceptance was a mere counteroffer by Heinz
and had to be accepted in order to create a contract.
Silence does not usually constitute acceptance. In fact,
the common-law exceptions to this rule are limited in
nature and narrowly construed. The law clearly will not
permit a party to unilaterally impose silence upon the
other as acceptance. The narrow exceptions are the fol
lowing;

Part b.
1.
Yes. Independent dominion and control by the field
warehouseman is the essential test that must be met in
order to create a valid security interest in the field ware
housed goods. If the debtor (Norwood) were allowed to
retain dominion and control of the goods placed in the
field warehouse on its premises, the validity of the field
warehousing arrangement would be questionable. But
where the warehouseman is an independent warehousing
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3. The $2,000 belongs to Robbins. The mortgagee is
not entitled to reap a profit as a result of the foreclosure
but is only entitled to complete satisfaction, principal,
interest, and expenses. Newfeld is not entitled to anything
since he is not the owner, did not satisfy the debt, and
has been fully paid for his equity interest by Robbins.

company and where the formalities are adhered to (that
is, posting, and the keys are in the warehouseman’s
exclusive control), the arrangement will withstand an at
tack upon its validity.
2. The Uniform Commercial Code provides that a se
curity interest attaches when
a.

b.
c.

The collateral is in possession of the secured party
pursuant to agreement or the debtor has signed a
security agreement that contains a description of the
collateral.
Value has been given.
The debtor has rights to the collateral.

Answer 5

(12 points)

Part a.
Yes. Despite the stated lack of express or apparent initial
authority of Vogel, Granite City Department Store’s
agent, there would appear to be a ratification by the
principal.
It is clear from the facts stated that Granite would
not have been liable on the Vogel contract if the head
buyer had immediately notified Duval and returned the
goods. Instead the head buyer retained the goods and
placed some on display in an attempt to sell them. Had
they proved to be a “hot” item, undoubtedly the art
objects would have been gratefully kept by Granite.
Granite wants to reject the goods if they don’t sell but
wants to have the benefits if they do sell. Such conduct is
inconsistent with a repudiation based upon the agent’s
lack of express or apparent authority. The retention of the
goods for the time indicated, the attempted sale of the
goods, and a failure to notify Duval in a timely way,
when taken together, constitute a ratification of the un
authorized contract.

Typically the security interests in such situations
arise upon delivery of the warehouse receipts to the credi
tor.
3. Nothing. A security interest in goods covered by
negotiable documents may be perfected by taking posses
sion of the documents. When possession is obtained, no
filing is necessary.
4. The danger inherent in relinquishing the negotiable
document of title to Norwood is that he may “duly
negotiate” it to a holder. The code provides that “such
holders take priority over an earlier security interest even
though perfected. Filing . . . does not constitute notice of
the security interest to such holders. . . . ”
Negotiation of a negotiable bearer document of title
is by delivery alone. The instrument is “duly negotiated”
when negotiated “to a holder who purchases it in good
faith without notice of any defense against or claim to it
on the part of any person and for value, unless it is
established that the negotiation is not in the regular
course of business or financing or involved receiving the
document in settlement or payment of a money obliga
tion.”

Part b.
No. The facts reveal an agency coupled with an interest
and therefore an irrevocable agency. Most agency-princi
pal relationships are terminable by either party. However,
one clearly recognized exception to this generally prevail
ing rule is that the agency may not be terminated when
the agent has an interest in property that is the subject of
the agency. This agency, coupled with an interest rule,
applies here since the creditor (Foremost Realty, Inc.) has
the requisite interest in the property because it is the
mortgagee-creditor of the defaulting mortgagor-debtor.
Thus, the appointment by Hobson of Foremost as the
irrevocable agent for the sale of the mortgaged property
cannot be terminated unilaterally by Hobson.

Part c.
1. Despite the absence of a legal obligation to do so,
Robbins is expected to make the remaining mortgage
payments. She is the legal owner, subject to the mort
gage, and has parted with money sufficient to purchase
Newfield’s equity interest. If Robbins defaults, she will
lose the money already invested in the purchase. Nor
mally one would default only if the value of the property
is less than the mortgage outstanding.

Part c.
Whipple’s withdrawal from the partnership caused a dis
solution. The Uniform Partnership Act provides that the
dissolution of a partnership is the change in the relation
of the partners caused by any partner’s ceasing to be
associated in carrying on the business. Furthermore, the
dissolution was in contravention of the partnership agree

2. New City has no rights against Robbins upon default.
Not having assumed the mortgage, Robbins has no per
sonal liability to pay the mortgage. Newfeld remains
liable on his original promise; the sale to Robbins does
not alter his liability.
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ment, which provided an irrevocable term of five years.
Whipple resigned after two years.
There are several consequences of such wrongful
conduct. First, with respect to Whipple, who caused the
dissolution wrongfully, the other partners have the right
to damages for breach of the agreement. These may be
charged against him in an accounting or by an action at
law. In addition, if the partners who have not caused the
dissolution desire to continue the business in the same
name, they may do so during the agreed term of the
partnership. In doing so, they may possess the partnership
property, provided they secure a bond approved by the
court or pay to the partner who caused the dissolution
wrongfully, the value of his interest in the partnership,
less damages and indemnify him for all present and future
liabilities.
The partnership cannot sue in the partnership name
according to the common law rule, since it is not a legal
entity. A growing number of states (some thirteen) have
changed this rule, but the Uniform Partnership Act is
silent on the point.
The final action that could be taken by the partners
is to seek to recover for damages caused as a result of
Whipple’s establishing his own business in competition
with the partnership and to seek some form of injunctive
relief in equity that wholly or partly precludes him from
competing for the remainder of the five years.

Part d.
1. The limited partners would have a common-law right
to sue the general partners for damages based upon their
negligence or breach of fiduciary duty. They can seek an
accounting and raise these claims in that proceeding.
2. Yes. The Securities Act of 1933 applies to the offer
ing and sale of the limited partnership interests, which are
treated as “securities” within the meaning of the act. The
failure to register at all violates the act and gives an
absolute right of rescission to the investors. Additionally,
the promoter’s representations may have contained mate
rial misstatements of fact, in violation of the Securities
Act of 1933 and Securities Exchange Act of 1934. For
these violations, either damages or restitution may be
available.
3. The 1976 Tax Reform Act significantly limited the
availability of loss deductions generated by limited part
nerships beyond the amount of the limited partner’s con
tribution and any additional liability upon which he was
personally obligated. The Internal Revenue Code accom
plished this by enacting an “at-risk” limitation on the
limited partner’s deductions. Normally, this will equal his
contribution, which becomes his basis and does not in
clude the liabilities incurred by the partnership. In the
absence of special circumstances, the maximum loss
available for income tax purposes in this fact situation
would be $2,000 per limited partnership interest pur
chased.
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Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

b
d
a
c
c
d
d
a
a
c
d
a
d
d
a

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

c
d
d
a
b
a
c
d
d
c
d
b
b
a
b

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.
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d
c
c
c
c
c
c
d
d
b
d
d
a
b
a

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

a
c
d
d
a
c
a
c
a
d
d
c
d
a
b
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Answer 2

(10 points)

Answer 3

(10 points)

Part a.

Part a.

1. The average cost method is based on the assumption
that the average costs of the goods in the beginning
inventory and the goods purchased during the period
should be used for both the inventory and the cost of
goods sold.
The FIFO (first-in, first-out) method is based on the
assumption that the first goods purchased are the first
sold. As a result, the inventory is at the most recent
purchase prices, while cost of goods sold is at older
purchase prices.
The LIFO (last-in, first-out) method is based on the
assumption that the latest goods purchased are the first
sold. As a result, the inventory is at the oldest purchase
prices, while cost of goods sold is at more recent pur
chase prices.

1. A lessee would account for a capital lease as an asset
and an obligation at the inception of the lease. Rental
payments during the year would be allocated between a
reduction in the obligation and interest expense. The asset
would be amortized in a manner consistent with the
lessee’s normal depreciation policy for owned assets, ex
cept that in some circumstances, the period of amortiza
tion would be the lease term.
2. No asset or obligation would be recorded at the
inception of the lease. Normally, rental on an operating
lease would be charged to expense over the lease term as
it becomes payable. If rental payments are not made on a
straight-line basis, rental expense nevertheless would be
recognized on a straight-line basis unless another system
atic or rational basis is more representative of the time
pattern in which use benefit is derived from the leased
property, in which case that basis would be used.

2. In an inflationary economy, LIFO provides a better
matching of current costs with current revenue because
cost of goods sold is at more recent purchase prices. Net
cash inflow is generally increased because taxable income
is generally decreased, resulting in payment of lower
income taxes.

Part b.
1. The gross investment in the lease is the same for both
a sales-type lease and a direct-financing lease. The gross
investment in the lease is the minimum lease payments
(net of amounts, if any, included therein for executory
costs such as maintenance, taxes, and insurance to be
paid by the lessor, together with any profit thereon) plus
the unguaranteed residual value accruing to the benefit of
the lessor.

3. Where there is evidence that the utility of goods to
be disposed of in the ordinary course of business will be
less than cost, the difference should be recognized as a
loss in the current period, and the inventory should be
stated at market value in the financial statements. In
accordance with the concept of conservatism, inventory
should be valued at the lower of cost or market.

2. For both a sales-type lease and a direct-financing
lease, the unearned interest income would be amortized to
income over the lease term by use of the interest method
to produce a constant periodic rate of return on the net
investment in the lease. However, other methods of in
come recognition may be used if the results obtained are
not materially different from the interest method.

Part b.
1. Common stock equivalents are included in the com
putation of the number of shares for both primary earn
ings per share and fully diluted earnings per share as long
as the common stock equivalents have a dilutive effect.

3. In a sales-type lease, the excess of the sales price
over the carrying amount of the leased equipment is
considered manufacturer’s or dealer’s profit and would be
included in income in the period when the lease trans
action is recorded.
In a direct-financing lease, there is no manufacturer’s
or dealer’s profit. The income on the lease transaction is
composed solely of interest.

2. Convertible securities that are not common stock
equivalents are excluded from the computation of the
number of shares for primary earnings per share;
however, they are included in the computation of the
number of shares for fully diluted earnings per share as
long as they have a dilutive effect.
3. Antidilutive securities are excluded from both pri
mary earnings per share and fully diluted earnings per
share.
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Answer 4 (10 points)

Part b.

Part a.

1. For the noncompensatory stock purchase plan, the
entry at the date the stock is issued is as follows:
• Debit to cash (or appropriate liability account if
amounts were previously withheld through payroll
deductions) for the cash price.
• Credit to capital stock for the par value of the stock.
• Credit to additional paid-in capital for the excess of
the cash price over the par value.
For the compensatory stock option plan, the entry at
the date the stock is issued is as follows:
• Debit to cash for the cash price.
• Debit to stock options outstanding (when the com
pensation expense has already been recognized) or
debit to compensation expense.
• Credit to capital stock for the par value of the stock.
• Credit to additional paid-in capital for the excess of
(a) the debit to cash (cash price) and (b) the debit to
stock options outstanding, over the par value.

1. A change in accounting principle results from adop
tion of a generally accepted accounting principle different
from the one used previously for reporting purposes. A
change in accounting principle is characteristically a
change from one generally accepted accounting principle
to a preferable one.
A change in accounting principle should be recog
nized by including the cumulative effect of changing to a
new accounting principle in net income of the period of
the change. The amount of the cumulative effect is the
difference between (a) the amount of retained earnings at
the beginning of the period of change and (b) the amount
of retained earnings that would have been reported at that
date if the new accounting principle had been applied
retroactively for all prior periods that would have been
affected and by recognizing only the direct effects of the
change and related income tax effect. The amount of the
cumulative effect should be shown in the income state
ment between the captions “extraordinary items” and
“net income.” The per-share information shown on the
face of the income statement should include the per-share
amount of the cumulative effect of the accounting
change. Pro-forma disclosure of the effect of retroactive
restatement should be shown on the face of the income
statement.
It should be noted, however, that Accounting Princi
ples Board Opinion no. 20 describes a few specific
changes in accounting principles that should be reported
by restating the financial statements of prior periods.

2. If the date of the grant and the measurement date are
the same, the entry for the compensatory stock option
plan at the date of the grant is to debit compensation or
deferred compensation expense and credit stock options
outstanding for the excess of the market price of the stock
over the option price.
If the date of the grant and the measurement date are
different, no entry is made for the compensatory stock
option plan at the date of the grant.

Answer 5

2. A change in accounting estimate occurs as new
events occur, as more experience is acquired, or as addi
tional information is obtained.
A change in accounting estimate should be ac
counted for in (a) the period of change if the change
affects that period only or (b) the period of change and
future periods if the change affects both.

(10 points)

Part a.
1. The units placed in process for a period represent the
units started during a period. The equivalent units for a
period when there is no beginning work-in-process inven
tory and the ending work-in-process inventory is 50 per
cent complete represent the units that are placed in
process for a period and are fully completed during a
period (units completed for a period), plus 50 percent of
the units that are placed in process for a period and are
included in the ending work-in-process inventory.

3. A change in reporting entity is a special type of
change in accounting principle that results in financial
statements, which, in effect, are those of a different
reporting entity.
A change in reporting entity should be reported by
restating the financial statements of all prior periods pre
sented in order to show financial information for the new
reporting entity for all periods.
Presenting consolidated statements in place of state
ments of individual companies and a business combina
tion accounted for by the pooling-of-interests method are
two examples of a change in reporting entity.

2. The units completed for a period when there is no
beginning work-in-process inventory and the ending
work-in-process inventory is 50 percent complete repre
sent the units that are placed in process for a period and
are fully completed during a period. The equivalent units
for a period when there is no beginning work-in-process
inventory and the ending work-in-process inventory is 50
percent complete represent the units that are completed
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for a period plus 50 percent of the units that are placed in
process for a period and are included in the ending workin-process inventory.

2. Indirect labor, in contrast to direct labor, is labor
expended that does not affect the construction or the
composition of the finished product. For example, the
labor of custodians is indirect labor.

3. The equivalent units for a period are divided into the
total costs for a period to compute the unit cost. The
equivalent units in the ending work-in-process inventory
are then multiplied by the unit cost to compute the cost of
the ending work-in-process inventory.

3. The total of fixed indirect manufacturing costs (fac
tory overhead) remains unchanged over a given range of
activity.

Part b.

4. The total of variable indirect manufacturing costs
(factory overhead) changes in proportion to changes in
activity.

1. Indirect materials are those materials needed for the
completion of the product but whose consumption is ei
ther so small or so complex that their treatment as direct
materials would not be feasible. For example, nails used
to make the product are indirect materials.

5. Semivariable indirect manufacturing costs (factory
overhead) contain both fixed and variable elements.
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ACCOUNTING PRACTICE—PART I

N ovem ber 5, 1980; 1:30 to 6:00 P.M.

Answer I (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

a
c.
a
a
a
b
c
d
b
a

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

Answer 2 (1 0 points)

d
b
d
a
a
a
d
d
c
c

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

Answer 3 (10 points)
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

d
d
a
d.
a
d
b
a
a
b

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.
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c
d
c
b
b
a
d
a
b
b

d
d
d
b
a
c
d
d
b
b

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

d
d
c
b
a
b
b
b
a
d
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Answer 4 (10 points)

2.

Curtiss Construction Company, Inc.
COMPUTATION OF PROFIT OR LOSS TO BE
RECOGNIZED ON UNCOMPLETED CONTRACT
Year E nded D ecem ber 31, 1977

P art a.
1.
Curtiss Construction Company, Inc.
COMPUTATION OF BILLINGS ON UNCOMPLETED
CONTRACT IN EXCESS OF RELATED COSTS
D ecem ber 3 1, 1977
Partial billings on contract during 1977
D educt construction costs incurred
during 1977

$720,000

Balance, Decem ber 31, 1977

$370,000

350,000

Curtiss Construction Company, Inc.
COMPUTATION OF COSTS OF UNCOMPLETED
CONTRACT IN EXCESS OF RELATED BILLINGS
D ecem ber 31, 1978
Balance, Decem ber 31, 1977—excess of
billings over costs
Add construction costs incurred during
1978 ($2,500,000 - $350,000)

Balance, D ecem ber 31, 1978

D educt contract costs
Incurred to D ecem ber 31, 1977
Estim ated costs to complete

$ 350,000
3,150,000

Total estim ated contract cost

$3,500,000

Estim ated gross profit on contract
at completion

$ 500,000

Profit to be recognized

$
0
__________

$ (370,000)
2 , 150,000

Curtiss Construction Company, Inc.
COMPUTATION OF LOSS TO BE RECOGNIZED
ON UNCOMPLETED CONTRACT
Year E nded D ecem ber 31, 1978

200,000

C ontract price

1,580,000
D educt partial billings during 1978
($2,160,000 - $720,000)

$4,000,000

(The com pleted-contract method recognizes income
only when the contract is com pleted, or substantially
so.)

1,780,000
D educt provision for loss on contract
recognized during 1978
($2,500,000 + $1,700,000 $4,000,000)

C ontract price

D educt contract costs
Incurred to D ecem ber 31, 1978
Estim ated costs to com plete

1,440,000
$ 140,000

Total estim ated contract cost
Loss to be recognized

$ 140,000
1,750,000

C ontract price
Deduct contract costs incurred

50,000
1,840,000

D educt partial billings during 1979
($3,600,000-$2,160,000)
Balance, D ecem ber 31, 1979

4 ,200,000
$ ( 200 , 000)

Curtiss Construction Company, Inc.
COMPUTATION OF LOSS TO BE RECOGNIZED
ON SUBSTANTIALLY COMPLETED CONTRACT
Year Ended D ecem ber 31, 1979

1,890,000
D educt loss on contract recognized
during 1979 ($4,250,000 $4,000,000 - $200,000)

2,500,000
1,700,000

(The com pleted-contract method requires that provi
sion should be made for an expected loss.)

Curtiss Construction Company, Inc.
COMPUTATION OF COSTS RELATING TO
SUBSTANTIALLY COMPLETED CONTRACT
IN EXCESS OF BILLINGS
D ecem ber 31, 1979
Balance, Decem ber 31, 1978—excess
of costs over billings
Add construction costs incurred during
1979 ($4,250,000 - $2,500,000)

$4,000,000

$4,000,000
4,250,000
(250,000)

Loss on contract
Deduct provision for loss booked at
D ecem ber 31, 1978

1,440,000

Loss to be recognized

$ 400,000
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200,000
$

(50,000)

Accounting Practice— Part I
P art b.

Debit
2. A ccounts payable and
other current
600,000
liabilities
A ccounts receivable,
net
To eliminate M adison’s
intercom pany balance
for m erchandise
owed to Adams
60,000
3. R etained earnings
Inventories
To eliminate inter
com pany profit in
ending inventory of
M adison ($120,000 x
1/2 = $60,000)
$ 250,000
4. Long-term debt
Long-term invest
ments and other
assets
To eliminate M adison’s
investm ent in
A dam s’ bonds

Butler, Inc.
COMPUTATION OF GROSS PRO FIT TO BE
RECOGNIZED ON UNCOMPLETED CONTRACT
Year E nded D ecem ber 31, 1979
Total contract price
Estim ated contract cost at
com pletion ($700,000 + $1,400,000)
Fixed fee

$2,100,000
300,000
2 ,400,000
2 , 100,000

Total
Total estim ated cost

$ 300,000

Gross profit
Percentage-of-com pletion
($700,000÷ $2,100,000)
Gross profit to be recognized
($300,000 X 3 3 ⅓ %)

33⅓ %
$

100,000

600,000

60,000

$ 250,000

M adison, Inc., and Subsidiary
CONSOLIDATED STATEMENT OF
RETAINED EARNINGS
For the Year Ended D ecem ber 31, 1979

Answer 5 (1 0 points)
M adison, Inc., and Subsidiary
ELIMINATION ENTRIES
D ecem ber 3 1, 1979

Balance, Decem ber 31, 1978
As originally reported
A djustm ent for pooling of interests
with Adams C orporation

(Not Required)
Debit
1. Common stock—
Adams C orporation $ 900,000
Additional paid-in
capital— Adams
Corporation
175,000
Retained earnings—
Adams C orporation
1,130,000
Investm ent in Adams
Corporation
To eliminate reciprocal ele
ments in investm ent
and equity accounts.
M adison’s invest
m ent account was
recorded at the
underlying equity
in the net assets of
Adams

Credit

As restated
N et income (Schedule 1)

Credit

$1,600,000
275,000
1,875,000
3, 165,000
5,040,000

D educt cash dividend paid by pooled
com pany prior to com bination
($3 X 90,000 shares)
Balance, D ecem ber 31, 1979

270,000
$4,770,000

Schedule 1
$2,205,000

Computation o f Consolidated N e t Incom e
fo r the Year Ended D ecem ber 31, 1979
M adison, Inc.
Adams C orporation

$2, 100,000
1, 125,000
3 ,225,000

D educt intercom pany profit in
inventory ($120,000 x ½ )
Consolidated net income
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60,000
$3,165,000

ACCOUNTING PRACTICE—PART II

N ovem ber 6, 1980; 1:30 to 6:00 P.M.

Answer 2 (1 0 points)
21. a
31. d
22. c
32. a
23. b
33. c
24. b
34. b
25. a
35. c
26. b
36. a
37. a
27. b
28. a
38. a
29. d
39. b
40. d
30. b

Answer 1 (10 points)
1.
d
11. b
2. b
12. b
3. a
13. d
4. a
14. c
15. d
5. c
6. a
16. b
7. a
17. c
8. a
18. a
9. b
19. c
10. c.
20. b
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Answer 3 ( 1 0 points)
P art a.

The Rebecca Corporation
STATEMENT OF COSTS OF
GOODS MANUFACTURED
For the M onth Ended October 31, 1980

M aterials inventory, O ctober 1
Purchases

$16,200
20,000

M aterials available
Less: M aterials inventory, October 31

36,200
17,000

M aterials used in production
Direct labor (3,300 hrs. x $5.00)
Factory overhead applied
(3,300 hrs. x $2.60)

19,200
16,500

Total current manufacturing costs
W ork-in-process inventory, October 1
Total manufacturing costs
Less: W ork-in-process inventory,
O ctober 31

44,280
3,600
47,880

8,580

Cost of goods m anufactured

Part b.

8,120
$39,760

Lakeview Corporation Assem bling Departm ent
COSTS OF PRODUCTION REPORT
For the M onth Ended June 30, 1980

Description
Physical units to be accounted for
Beginning inventory
Transferred in

Total

Transferred
Direct
in
Materials

Direct
Labor

Factory
Overhead

2,000
10,000

Units to be accounted for

12,000

Equivalent units of production
Transferred out
Ending inventory*

8,000
4,000

8,000
4,000

8,000
3,600

8,000
2,800

8,000
1,400

12,000

12,000

11,600

10,800

9,400

$ 64,700
310,000

$ 32,000
160,000

$ 20,000
96,000

$ 7,200
36,000

$ 5,500
18,000

$374,700

$192,000

$116,000

$43,200

$23,500

$32.50

$16.00

$10.00

$4.00

$2.50

$114,700
260,000

$ 64,000
128,000

$ 36,000
80,000

$11,200
32,000

$ 3,500
20,000

$374,700

$192,000

$116,000

$43,200

$23,500

Equivalent units
*4,000 X percentage of com pletion.
M anufacturing costs
Beginning inventory
Current—June
Total manufacturing costs
Cost per equivalent unit*
*Total manufacturing costs
equivalent units.
Allocation of total costs
Am ount of ending work-in-process
Am ount transferred out*
Total cost
*8,000 X equivalent unit cost.
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Answer 4 (10 points)
K enw ood Corporation
STATEMENT OF CHANGES IN FINANCIAL POSITION WORKSHEET
For the Year Ended D ecem ber 31, 1979
(Not required)
1978
Assets
Current assets
Land
Plant and equipm ent
Less; accum ulated depreciation
Patents
Total assets

$ 450,000
200,000
633,000
(100,000)
33,000

Cr.

[x]$120,000
[9] 85,000
[5] 40,000
[7]

30,000

410,000
100,000
180,000
210,000

Additional paid-in capital

170,000

Retained earnings

146,000

[7]
[2]
[3]

53,000
20,000
3,000

[X]
[10]
[6]

50,000
40,000

50,000
21,000
19,000
42,000
21,000
109,000
[6] 12,000
$390,000

[4]
[5]
[4]
[5]
[4]
[8]

63,000
2,000
$390,000
Sources

Uses

Sources of Financial Resources
[ 1] 109,000
[ 2] 20,000

[3]
[7]
[ 10]

3,000
4 ,000
40,000
176,000

Working capital provided from other sources
Proceeds from sale of equipm ent
Financial resources not affecting working capital
Issuance of com m on stock to acquire land
Uses of Financial Resources
Working capital applied
R epurchase of bonds (including tax on
gain of $10,000)
Cash dividends
Purchase of land
Financial resources not affecting working capital
Purchase of land by issuance of com m on stock
Increase in working capital

[7]

19,000

[5]

40,000

[ 6]

$235,000

Total

30

580,000
(90,000)
30,000
$1,415,000

$1,216,000

Working capital provided by operations
Income before extraordinary item
Depreciation
Am ortization
Loss on sale of equipm ent
Deferred income tax

1979
$ 570,000
325,000

$1,216,000

Liabilities and Shareholders’ Equity
C urrent liabilities
Deferred income tax
Long-term bonds
Common stock

Total liabilities and equity

Dr.

38,000

[8]

2,000

[9]

85,000

[5]
[X]

40,000
70,000
$235,000

460,000
140,000
130,000
250,000
233,000
202,000
$1,415,000

Accounting Practice— Part II
Kenw ood Corporation

Answer 5 (10 points)

STATEMENT OF CHANGES IN
FINANCIAL POSITION

1.

For the Year E nded D ecem ber 31, 1979

Financial Resources Provided
Working capital provided from
operations
Incom e before extraordinary
item
Add items not affecting work
ing capital in the current
period
Depreciation
$20,000
Am ortization
3,000
Loss on sale of equipm ent
4 ,000
Deferred incom e taxes
40,000
Working capital provided
from operations
Working capital from other
sources
Proceeds from sale of equipm ent
Financial resources not affecting
working capital
Issuance of com m on stock to
purchase land
Total financial resources provided

July 1, 1979 to June 30, 1980
Debit
1. Cash
Proceeds of general
obligation bonds
To record issuance of
bonds
Operating transfers out
Cash
To record transfer of
premium to library
debt service fund

$109,000

67,000
176,000

19,000

40,000
$235,000

Financial Resources Used
E xtraordinary item—repurchase
of long-term bonds (includ
ing income tax of $10,000
on the gain)
Cash dividends
Purchase of land
Financial resources not affecting
working capital
Purchase of land by issuance of
com m on stock
Total financial resources used
Increase in working capital

City o f Westgate

LIBRARY CAPITAL PROJECTS FUND
JOURNAL ENTRIES

$ 38,000

2,000
85,000

40,000
165,000
$ 70,000
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Credit

$5,100,000
$5,100,000

100,000
100,000

2. Investm ents
Cash
To record purchase of
commercial paper
Estim ated revenues
A ppropriations
To record estim ated in
terest on investm ents

4,900,000

3. Encum brances
R eserve for
encum brances
To record contract price
for the building of
the library

4,980,000

4. Cash
Investm ents
Interest revenue
To record maturing of
commercial paper
Operating transfers out
Cash
To record transfer of in
terest earned on
com m ercial paper
to library debt
service fund

3,040,000

4,900,000

140,000
140,000

4,980,000

3,000,000
40,000

40,000
40,000

Examination Answers— November 1980
Debit
Expenditures
3,000,000
Cash
C ontracts payable—
retained percentage
Reserve for encum brances 3,000,000
Encum brances
To record progress billing
and pay contractor
net of retained
am ount and reverse
encum brances.
A ccrued interest
receivable
Interest revenue
Operating transfers out
Due to library debt
service fund
To record accrued interest
receivable and related
interfund payable
Proceeds of general
obligation bonds
Interest revenue
Fund balance
Estim ated revenues
Appropriations
Fund balance
Expenditures
Operating transfers out
Fund balance
Encum brances
To close tem porary
accounts

City o f Westgate

2.

Credit

LIBRARY CAPITAL PROJECTS FUND
BALANCE SHEET

2,700,000

June 30, 1980

300,000

Assets
Cash
A ccrued interest receivable
Investm ents

3,000,000

Total assets

$ 400,000
103,000
1,900,000
$2,403,000

Liabilities and Fund Balances
C ontracts payable—retained percentage
Due to library debt service

103,000

Total liabilities

103,000

Fund balances
R eserve for encum brances
U nappropriated

103,000
103,000

Total fund balances
Total liabilities and fund balances

5,100,000
143,000
5,103,000
140,000
140,000
3,103,000
3,000,000
243,000
1,980,000
1,980,000
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$ 300,000
103,000
403,000
1,980,000
20,000
2,000,000
$2,403,000

AUDITING

N ovem ber 6, 1980; 8:30 A.M. to 12:00 M.

Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

c
d
a
a
a
b
a
b
c
b
c
c
d
b
a

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

d
c
a
a
c
d
c
a
c
c
c
a
a
c
c

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.
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c
c
b
c
c
d
d
a
d
b
b
c
b
b
c

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

d
b
d
d
d
d
a
b
b
b
d
a
b
b
a
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Answer 2 (10 points)

Answer 3 (10 points)

Addressee:

a. Knowledge of the entity’s business helps the
auditor in—
•
Identifying areas that may need special considera
tion.
•
Assessing conditions under which accounting data
are produced, processed, review ed, and accum u
lated within the organization.
•
Evaluating the reasonableness of estim ates, such
as valuation of inventories, depreciation, allow
ances for doubtful accounts, and percentage of
com pletion of long-term contracts.
•
Evaluating the reasonableness of m anagement
representations.
•
Making judgm ents about the appropriateness of
the accounting principles applied and the adequacy
of disclosures.
•
Perceiving conflicts of interest and planning in
ternal control evaluations.
b. W hen the auditor states that the financial state
m ents are presented “ fairly . . . in conform ity with
generally accepted accounting principles applied on a
consistent basis,’’ the public is assured that in the
auditor’s judgm ent—
•
The accounting principles selected and applied
have general acceptance.
•
The accounting principles are appropriate in the
circum stances.
•
The financial statem ents, including the related
notes, are inform ative of m atters that may affect
their use, understanding, and interpretation.
•
The inform ation presented in the financial state
ments is classified and sum m arized in a reasonable
m anner (neither too detailed nor too condensed).
•
The financial statem ents reflect the underlying
events and transactions within a range of accept
able limits.
•
The com parability of financial statem ents between
periods has not been m aterially affected by changes
in accounting principles.

We have exam ined the statem ent of assets, liabil
ities, and capital (income tax (cash) basis) of Bale &
B ooster, a partnership, as of D ecem ber 31, 1979, and
the related statem ent of revenue and expenses (income
tax (cash) basis) and the statem ent of changes in part
n ers’ capital accounts (income tax (cash) basis) for the
year then ended. Our exam ination was made in ac
cordance with generally accepted auditing standards
and, accordingly, included such tests of the accounting
records and such other auditing procedures as we con
sidered necessary in the circum stances.
As described in note X, the partnership’s policy is
to prepare its financial statem ents on the accounting
basis used for income tax purposes; consequently, cer
tain revenue and related assets are recognized when
received rather than when earned, and certain expenses
are recognized when paid rather than when the obliga
tion is incurred. Accordingly, the accom panying finan
cial statem ents are not intended to present financial
position and results of operations in conform ity with
generally accepted accounting principles.
In addition, the com pany is involved in continuing
litigation relating to patent infringement. The am ount
of dam ages, if any, resulting from this litigation cannot
be determ ined at this time.
In our opinion, the financial statem ents referred to
above present fairly the assets, liabilities, and capital
of the Bale & B ooster partnership as of D ecem ber 31,
1979, and its revenue and expenses and changes in its
partn ers’ capital accounts for the year then ended, on
the incom e tax (cash) basis of accounting as described
in note X, which basis has been applied in a m anner
consistent with that of the preceding year.

D ate

Firm N am e
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Auditing
Answer 4 (10 points)
Weakness

R ecom m endation

1. There is no segregation of duties betw een persons
responsible for collecting adm ission fees and persons
responsible for authorizing admission.

1. One clerk (hereafter referred to as the collection
clerk) should collect adm ission fees and issue pre
num bered tickets. The other clerk (hereafter referred
to as the adm ission clerk) should authorize adm is
sion upon receipt of the ticket or proof of m em ber
ship.

2. An independent count of paying patrons is not made.

2. The adm ission clerk should retain a portion of the
prenum bered adm ission ticket (admission ticket
stub).

3. There is no proof of accuracy of am ounts collected
by the clerks.

3. Admission ticket stubs should be reconciled with
cash collected by the treasurer each day.

4. Cash receipts records are not prom ptly prepared.

4. The cash collections should be recorded by the col
lection clerk daily on a perm anent record that will
serve as the first record of accountability.

5. Cash receipts are not prom ptly deposited. Cash
should not be left undeposited for a week.

5. Cash should be deposited at least once each day.

6. There is no proof of accuracy of am ounts deposited.

6. A uthenticated deposit slips should be com pared with
daily cash collection records. D iscrepancies should
be prom ptly investigated and resolved. In addition,
the treasurer should establish policy that includes an
analytical review of cash collections.

7. There is no record of the internal accountability for
cash.

7. The treasurer should issue a signed receipt for all pro
ceeds received from the collection clerk. These re
ceipts should be m aintained and should be periodi
cally checked against cash collection and deposit
records.

Answer 5 (10 points)
a. In order to verify the inform ation in the input
form Jam es should—
•
Com pare nam e, social security num ber, and with
holding data on the input form with W-4 forms.
•
Com pare nam es with em ploym ent authorizations.
•
Com pare pay rates with wage authorizations and
union contracts.
•
Com pare num ber of hours worked (regular and
overtim e) with approved time sheets or other sup
portive records; recom pute regular and overtim e
hours.
•
Inspect employee authorization forms for “ special
deductions.’’

issued payroll checks (for exam ple, spelling of
nam es, correctness of social security num bers,
hours, rates, and deductions).
Test payroll deductions by using withholding tax
tables to recom pute social security and withhold
ing taxes.
Manually com pute gross and net pays and com 
pare with com puter printed figures.
Com pare payroll summary totals with other pay
periods; investigate any unusual variations among
periods.
Check footings and crossfootings in the payroll
register.
Perform other related basic auditing procedures
that may be deem ed necessary in accordance with
the circum stances.

b. Jam es should perform the following procedures
in the exam ination of the N ovem ber 23, 1979, payroll
register:
•
Com pare inform ation on the input form with infor
mation in the payroll register and inform ation on
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BUSINESS LAW

(Commercial Law)

N ovem ber 7, 1980; 8:30 A.M. to 12:00 M.

A nsw er 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

a
a
d
c
c
d
c
c
b
d
d
a
c
b
a

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.

c
b
c
b
c
c
c
c
d
c
c
a
c
d
d
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d
b
d
d
c
a
c
a
a
d
c
d
d
b
c

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

b
d
c
c
c
d
b
c
d
d
b
c
c
a
c

Business Law
Answer 2 (10 points)

ever, the facts indicate that Marvel and Best by Test did
not com pete since Best was not a supplier. The price
reduction being m et m ust be that of a com petitor of the
firm cutting its price, not a com petitor of a purchaser
of that firm. Thus, the good faith “ meeting com peti
tion” defense is not available.

P art a.
No. The stock in question was noncum ulative preferred.
The relationship of the preferred shareholders to the
corporation is essentially contractual and the stock
certificate is, in fact, the contract. The contract agreed
to by the owners of this preferred stock was essentially
that if the board of directors passed over the declaration
of the preferred dividend in a given year or years, it
would not accum ulate but would be lost. W hether or not
to declare a dividend is within the discretion of the board.
Its judgm ent is not over-ridden by the courts unless there
is dishonesty or a clear abuse of discretion. The fact
that there were earnings sufficient to pay preferred divi
dends after 1973, that the funds were not actually ex
pended for purchase of physical plant or property, or
that the earnings were not being accum ulated for the
purpose of expansion are not sufficient to persuade a
court to grant the injunction. Although the board was
pessim istic and conservative, that would not be an abuse
of their discretion. The Model Business Corporation
Act states that “ the board of directors of a corporation
may, from time to time, declare . . . dividends,” thus
retaining discretion in the board regarding dividend
declaration. In conclusion, the law respects the business
judgm ent of directors in determ ining w hether to declare
dividends. The board is afforded wide discretion in such
m atters, and, unless there is an abuse of such discretion,
a court will not interfere with its judgm ent.

Answer 3 (10 points)

Part a.
The first two defenses asserted by M erriw eather are
invalid. The third defense is partially valid.
Consideration on H ardaw ay’s part consisted of
foregoing the right to call the Superior M etals loan.
The fact that the loan was already outstanding is
irrelevant. By perm itting the loan to remain outstand
ing for an additional year instead of calling it, H ard
away relinquished a legal right, which is adequate
consideration for M erriw eather’s surety prom ise. Con
sideration need not pass to the surety; in fact, it
usually primarily benefits the principal debtor.
There is no requirem ent that the creditor first pro
ceed against the debtor before it can proceed against
the surety, unless the surety undertaking expressly
provides such a condition. Basic to the usual surety
undertaking is the right of the creditor to proceed im
mediately against the surety. Essentially, that is the
reason for the surety.
H ardaw ay’s release of the com m ercial surety from
its $400,000 surety undertaking partially released
M erriweather. The release had the legal effect of im
pairing M erriw eather’s right of contribution against its
cosurety (the com m ercial surety). Thus, M erriweather
is released to the extent of ⅓ ($400,000 (commercial
surety’s guarantee)/$1,200,000 (the aggregate of the
cosureties’s guarantees)) of the principal am ount
($800,000), or $266,667.

Part b.
1. Yes. M arvel’s price discrim ination is a violation of
the Robinson-Patm an Act, and the defense of “ meeting
com petition” is not available. The price discrim ination
involved is at the buyer level, a secondary-line price
discrim ination. That is, it was a price discrim ination
among various custom ers (the retail gas stations) of the
m anufacturer or producer (Marvel) that enables the
custom er receiving the lower price to undersell its
com petitors. M arvel’s selling to B anner at 1.70 less
than it sold to its other service stations is squarely
within the proscribed conduct. W here there is such a
secondary-line price discrim ination, the requirem ent
of “ injury to com petition” is met if there is a reason
able possibility that com petition will be adversely
affected. H ere, the decreased sales and loss of cus
tom ers by the other stations would satisfy such a re
quirem ent, and thus, there is a prim a facie RobinsonPatm an violation.

Part b.
1. No. The B ankruptcy Reform Act of 1978 has not
only modified the requirem ents for establishing a void
able preference, it has also specified transactions that
do not constitute preferences. One such transaction is
the creditor’s taking a security interest in property ac
quired by the debtor as a contem poraneous exchange
for new value given to the debtor to enable him to ac
quire such property (a purchase money security inter
est). The security interest must be perfected (filed)
within 10 days after attachm ent. The act is in harmony
with the secured transactions provisions of the Uniform
Commercial Code. Thus, One-Up has a valid security
interest in the machinery it sold to Essex.

2. M arvel’s chief defense would be th a t i t had reduced
its prices to meet the lower prices of a com petitor. H ow 
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Based on the stated facts, Thaxton can probably
prove the first three requirem ents cited above. To prove
the fourth requirem ent, Thaxton m ust show that M itch
ell & Moss had knowledge (scienter) of the fraud or reck
lessly disregarded the truth. The facts clearly indicate
that Mitchell & M oss did not have knowledge of the
fraud and did not recklessly disregard the truth.

2. The Bankruptcy Reform Act of 1978 does not re
quire that the creditor have knowledge or reasonable
cause to believe the debtor is insolvent in the bankruptcy
sense. Instead, under the act, where such insolvency
exists on or within ninety days before the filing of the
petition, knowledge of insolvency by the transferee
need not be established. The act also assum es that the
d eb to r’s insolvency is presum ed if the transfer alleged
to be preferential is m ade within 90 days. Finally, the
time period in which transfers may be set aside is 90
days unless the transferee is an “ insider. ’’ If the transfer
is to an insider, the trustee may avoid transfers made
within one year prior to the filing of the petition. Thus,
the trustee may avoid as preferential any transfer of
property of the debtor that is
•
To or for the benefit of a creditor.
•
F or or on account of an antecedent debt owed by
the debtor before such transfer was made.
•
M ade while the debtor was insolvent in the bank
ruptcy sense (however, if the transfer is made
within 90 days, the debtor’s insolvency is pre
sumed).
•
M ade on or within 90 days of the filing of the petition
(or if made after the 90 days but within one year
prior to the date of the filing of the petition and the
transfer was to an “ insider,’’ it may be set aside if
the transferee had reasonable cause to believe the
debtor was insolvent at the time of the transfer).
•
Such that it enables the creditor to receive more
than he would if it were a straight liquidation pro
ceeding.
The bankruptcy act contains a lengthy definition of the
term “ insider’’ that includes common relationships that
the transferee has to the debtor, which, in case of an
individual debtor, could be certain relatives, a partner
ship in which he is a general partner, his fellow general
partners, or a corporation controlled by him.

2. The custom ers and shareholders of Whitlow &
Com pany would attem pt to recover on a negligence
theory based on Mitchell & M oss’ failure to comply
with GAAS. Even if Mitchell & Moss were negligent,
Whitlow & C om pany’s custom ers and shareholders
must also establish either that—
•
They were third party beneficiaries of Mitchell &
M oss’ contract to audit Whitlow & Com pany, or
•
Mitchell & M oss owed the custom ers and share
holders a legal duty to act w ithout negligence.
Although recent cases have expanded a CPA’s
legal responsibilities to a third party for negligence, the
facts of this case may fall within the traditional rationale
limiting a CPA’s liability for negligence; that is, the un
fairness of imputing an indeterm inate am ount of liability
to unknow n or unforeseen parties as a result of mere
negligence on the auditor’s part. Accordingly, Whitlow
& C om pany’s custom ers and shareholders will prevail
only if (1) the courts rule that they are either third-party
beneficiaries or are owed a legal duty and (2) they es
tablish that Mitchell & Moss was negligent in failing to
comply with generally accepted auditing standards.

Part b.
1. The basis of Jackson’s claim will be that she sus
tained a loss based upon misleading financial state
ments. Specifically, she will rely upon section 11(a) of
the Securities Act of 1933, which provides the following:
In case any part of the registration statem ent,
when such part becam e effective, contained an un
true statem ent of a material fact or om itted to state
a m aterial fact required to be stated therein or nec
essary to make the statem ents therein not mislead
ing, any person acquiring such security (unless it is
proved that at the time of such acquisition he knew
of such untruth or omission) may, either at law or
in equity, in any court of com petent jurisdiction,
sue . . . every ac c o u n ta n t. . . who has with his con
sent been named as having prepared or certified
any part of the registration statem ent. . . .
To the extent that the relatively minor irregularities
resulted in the certification of m aterially false or mis
leading financial statem ents, there is potential liability.
Jackson’s case is based on the assertion of such an un
true statem ent or omission coupled with an allegation
of dam ages. Jackson does not have to prove reliance on
the statem ents nor the com pany’s or auditor’s negli
gence in order to recover the damages. The burden is
placed on the defendant to provide defenses that will
enable it to avoid liability.

Answer 4 (10 points)
Part a.
1. In order for Thaxton to hold Mitchell & Moss liable
for his losses under the Securities Exchange Act of 1934,
he m ust rely upon the antifraud provisions of section
10(b) of the act. In order to prevail Thaxton m ust estab
lish that
•
There was an omission or m isstatem ent of a m ate
rial fact in the financial statem ents used in connec
tion with his purchase of the W hitlow & Company
shares of stock.
•
He sustained a loss as a result of his purchase of the
shares of stock.
•
His loss was caused by reliance on the misleading
financial statem ents.
•
Mitchell & M oss acted with scienter.
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that offers may be revoked at any time prior to accept
ance; even if the bank revoked its offer the instant be
fore the purported acceptance, it was a timely revoca
tion and the acceptance was too late. The tender of per
form ance would also be of no avail since notice of revo
cation had been received on the 30th.
In this situation, strict common law rules would
deny the creation of a contract. Some states, in recog
nition of the hardship of such results, have adopted what
is known as the restatem ent o f contracts rule. This
modification of the com m on law rule in respect to the
unilateral contract rule holds that the unilateral prom ise
in an offer calling for an act becom es binding as soon as
part of the requested perform ance actually has been
rendered or a proper tender of perform ance has been
made. The courts have required substantial action on
the part of the offeree, which does not appear to be
present here.
The fact that Fennim ore was selling his property
and did not disclose the fact that he would have to pay
the mortgage off in any event is immaterial. There was
no m aterial m isrepresentation of fact m ade by him,
hence his action was not fraudulent nor did he m isrep
resent. He was silent. Additionally, the fact that the
bank was using the sale as a reason for term inating the
offer was immaterial.

2. The first defense that could be asserted is that
Jackson knew of the untruth or omission in audited
financial statem ents included in the registration state
ment. The act provides that the plaintiff may not re
cover if it can be proved that at the time of such acquisi
tion she knew of such “ untruth or om ission.”
Since Jackson was a m em ber of the private place
ment group and presum ably privy to the type of infor
m ation that would be contained in a registration state
ment, plus any other information requested by the
group, she may have had sufficient knowledge of the
facts claimed to be untrue or om itted. If this be the case,
then she would not be relying on the certified financial
statem ents but upon her own knowledge.
The next defense assertable would be that the un
true statem ent or omission was not m aterial. The SEC
has defined the term as meaning m atters about which
an average prudent investor ought to be reasonably in
formed before purchasing the registered security. For
section 11 purposes, this has been construed as meaning
a fact that, had it been correctly stated or disclosed,
would have deterred or tended to deter the average
prudent investor from purchasing the security in ques
tion.
Allen, Dunn, and Rose would also assert that the
loss in question was not due to the false statem ent or
om ission; that is, that the false statem ent was not the
cause of the price drop. It would appear that the general
decline in the stock m arket would account for at least
a p a rt of the loss. Additionally, if the decline in earnings
was not factually connected with the false statem ent
or om ission, the defendants have another basis for re
futing the causal connection betw een their wrongdoing
and the resultant drop in the stock’s price.
Finally, the accountants will claim that their de
parture from generally accepted auditing standards was
too minor to be considered a violation of the standard
of due diligence required by the act.

P art b.
H ernandez will prevail. An offer is not effective until
com m unicated to the offeree. The same rule applies to
counteroffers including a change in the price, as oc
curred here. Therefore, a counteroffer is not effective
until received by Austin, the original offeror. H ernan
d ez’s counteroffer does not destroy the offer until it is
received. Thus, H ernandez’s telegram , which accepted
A ustin’s offer and arrived ahead of H ernandez’s letter
containing the counteroffer, is effective in creating a
binding contract.
This rule applies even if H ernandez had mailed a
letter that unequivocably accepted A ustin’s offer and
that would have been effective upon dispatch. The gen
eral rule that an acceptance is effective when dispatched
is subject to an exception that is designed to prevent
entrapm ent of an offeror who is misled to his disadvan
tage by an offeree who attem pts to take two inconsistent
positions. Thus, when an offeree first rejects an offer,
then subsequently accepts it, the subsequent accept
ance will be considered effective upon dispatch by an
authorized means only if it arrives prior to the offeror’s
receipt of the rejection. If the rejection arrives first, the
original offeror may treat the attem pted acceptance as
a counteroffer which he is free to accept or not. Were
this not the rule, an offeror who, upon receipt of a rejec
tion, in good faith changed his position (that is, sold the
goods to another custom er), could find him self having
sold the same goods twice.

Answer 5 (10 points)
P art a.
Orange County Bank will prevail. The fact situation
poses a classic illustration of a withdrawal of an offer
to enter into a unilateral contract. The bank’s offer to
Fennim ore called for the perform ance of an act (the
actual paying of the mortgage), not a prom ise to pay it,
as the m eans of acceptance. The language in the offer
is clear and unam biguous, providing a 5 percent discount
on a mortgage if the mortgagor would pay the entire
mortgage in cash or by certified check by July 31, 1980,
at the Second Street branch of the bank. Thus, the
bank’s letter was an offer to enter into a unilateral con
tract that required the perform ance of the act as the
authorized and exclusive m eans of acceptance. Fenni
m ore’s prom ise to perform the act was ineffectual in
creating a contract. C ontract law generally provides
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(Theory of Accounts)

N ovem ber 7, 1980; 1:30 to 5:00 P.M.

Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

a
a
b
b
c
d
a
c
b
b
c
a
b
d
d

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.

c
a
d
c
b
c
a
a
b
a
d
d
c
b
c
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a
d
d
b
c
a
d
a
d
a
a
c
c
c
a

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

b
a
b
c
a
b
a
b
c
d
a
b
b
a
b

Accounting Theory
Answer 2 (10 points)

Answer 3 (10 points)

a. The expenditures that should be capitalized when
equipm ent is acquired for cash should include the in
voice price of the equipm ent (net of discounts) plus
all incidental outlays relating to its purchase or prepa
ration for use, such as insurance during transit, freight,
duties, ownership search, ownership registration, in
stallation, and breaking-in costs. Any available dis
counts, w hether taken or not, should be deducted from
the capitalizable cost of the equipm ent.

P art a.
1. An estim ated loss from a loss contingency shall be
accrued by a charge to income if both of the following
conditions are met:
•
Inform ation available prior to issuance of the finan
cial statem ents indicates that it is probable that an
asset had been impaired or a liability had been in
curred at the date of the financial statem ents. It is
implicit in this condition that it m ust be probable
that one or m ore future events will occur confirm
ing the fact of the loss.
•
The am ount of loss can be reasonably estim ated.

b.
1. W hen the m arket value of the equipm ent is not
determ inable by reference to a similar cash purchase,
the capitalizable cost of equipm ent purchased with
bonds having an established m arket price should be the
m arket value of the bonds.

2. Disclosure should be m ade for an estim ated loss
from a loss contingency that need not be accrued by a
charge to income when there is at least a reasonable
possibility that a loss may have been incurred. The dis
closure should indicate the nature of the contingency
and should estim ate the possible loss or range of loss or
state that such an estim ate cannot be made.
Disclosure of a loss contingency involving an un
asserted claim is required when it is probable that the
claim will be asserted and there is a reasonable possi
bility that the outcom e will be unfavorable.

2. When the m arket value of the equipm ent is not de
term inable by reference to a similar cash purchase, and
the com m on stock used in the exchange does not have
an established m arket price, the capitalizable cost of
equipm ent should be the equipm ent’s estim ated fair
value if that is more clearly evident than the fair value
of the common stock. Independent appraisals may be
used to determ ine the fair values of the assets involved.
3. W hen the m arket value of equipm ent acquired is
not determ inable by reference to a similar cash pur
chase, the capitalizable cost of equipm ent purchased
by exchanging similar equipm ent having a deter
minable m arket value should be the lower of the re
corded am ount of the equipm ent relinquished or the
m arket value of the equipm ent exchanged.

P art b.
Argum ents for the percentage-of-com pletion method
are that it recognizes income periodically as work is
perform ed on a contract, thus matching revenue with
effort and allowing for com parability betw een account
ing periods.
Argum ents against the percentage-of-com pletion
m ethod are that it recognizes income based on estim ates
for unperform ed work that may involve unforeseen
costs and possible losses, thus resulting in a lack of ob
jectivity and verifiability. Furtherm ore, the realization
concept is not strictly adhered to when revenue is rec
ognized before a sale is com pleted, and it is less con
servative than the com pleted-contract m ethod because
income is recognized before the total income for the
com pleted job is certain. It should be noted, how ever,
that when the current estim ate of total contract costs
indicates a loss, in most circum stances provision
should be made for the loss on the entire contract.

c. The factors that determ ine w hether expenditures
relating to property, plant, and equipm ent already
in use should be capitalized are as follows:
•
E xpenditures are relatively large in am ount.
•
They are nonrecurring in nature.
•
They extend the useful life of the property, plant,
and equipm ent.
•
They increase the usefulness of the property,
plant, and equipm ent.
d. The net book value at the date of the sale (cost
of the property, plant, and equipm ent less the accum u
lated depreciation) should be rem oved from the ac
counts. The excess of cash from the sale over the net
book value rem oved is accounted for as a gain on the
sale, while the excess of net book value rem oved over
cash from the sale is accounted for as a loss on the sale.
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Answer 4 (10 points)

Answer 5 (10 points)

a. Because detachable stock purchase w arrants
are equity instrum ents that have a separate fair value
at the issue date, the portion of the proceeds from bonds
issued with detachable stock purchase w arrants allo
cable to the w arrants should be accounted for as paid-in
capital. The rem ainder of the proceeds should be allo
cated to the debt security portion of the transaction.
This usually results in issuing the debt security at a dis
count (or, occasionally, a reduced premium).

a. The subscription of com m on stock at a price
in excess of the par value of the common stock is ac
counted for at the date of subscription as follows:
•
Stock subscriptions receivable is debited for the
subscription price of the common stock.
•
Common stock subscribed is credited for an
am ount representing the par value of the common
stock that will be issued when the stock subscrip
tion is collected.
•
Additional paid-in capital is credited for the excess
of the subscription price of the com m on stock over
its par value.

b. A serial bond progressively m atures at a series
of stated installm ent dates, for exam ple, one-fifth each
year. A term (straight) bond com pletely m atures on a
single date.

b. The issuance for cash of no par value common
stock at a price in excess of the stated value of the com 
mon stock is accounted for as follows:
•
Cash is debited for the proceeds from the issuance
of the common stock.
•
Common stock is credited for the stated value of the
com m on stock.
•
Additional paid-in capital is credited for the excess
of the proceeds from the issuance of the common
stock over its stated value.

c. The am ortization in the first year of the life of a
five-year term bond issued at a premium would diff er
using the interest m ethod instead of the straight-line
method because the interest method employs a uniform
interest rate based upon a changing balance, whereas
the straight-line m ethod provides for the recognition
of an equal am ount of premium am ortization each
period. Because the interest m ethod provides for an
increasing premium am ortization each period, the
am ount of am ortization in the first year of the life of
the bond would be lower.

c. The date of declaration is the date when the lia
bility for dividends payable is recorded by a debit to
retained earnings and a credit to dividends payable.
The date of stockholders of record is the date that
determ ines which stockholders will receive dividends
on the paym ent date. No journal entry is made at this
date.
The date of paym ent is the date when the dividends
are paid and is recorded by a debit to dividends payable
and a credit to cash.

d. The journal entry to record a bond issue sold
betw een interest dates is as follows:
•
Debit cash for the price of the bond plus the ac
crued interest from the last interest date.
•
Debit discount on bonds payable for the am ount
of discount to be am ortized over the remaining life
of the issue.
•
Credit bonds payable for the par value of the bonds.
•
Credit accrued interest payable (or interest ex
pense) for the accrued interest from the last interest
date.
The subsequent am ortization of bond discount is
affected when a bond issue is sold betw een interest
dates because the discount should be am ortized over
the period from the date of sale (not the date of the bond)
to the m aturity date.

d. The effect of an ordinary 10 percent common
stock dividend is that an am ount equal to the fair value
of the additional common stock issued is transferred
from retained earnings to common stock and additional
paid-in capital. There is no effect on total stockholders’
equity.

e. The gain or loss from the reacquisition of a long
term bond prior to its m aturity should be included in the
determ ination of net incom e for the period reacquired
and, if m aterial, classified as an extraordinary item , net
of related income taxes.
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ACCOUNTING PRACTICE—PART I

May 6, 1981; 1:30 to 6:00 P.M.

Answer 2 (10 points)

Answer 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

c
d
d
a
a
d
c
b
b
a

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

a
a
d
c
a
b
c
c
a
d

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

Answer 3 (10 points)
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

d
b
a
c
a
a
c
c
a
b

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.
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d
d
d
c
b
d
b
a
b
a

d
a
c
a
d
d
b
a
c
c

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

a
a
b
c
b
b
b
d
c
a
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Schedule 3
Amortization o f Bond Discount—Effective Interest Method
for 1979 and 1980
Face value of bonds (800 x $1,000)
$800,000
Purchase price of bonds
738,300

Answer 4 (10 points)
Part a.
Warner, Inc.

INCOME BEFORE INCOME TAXES FROM
BOND INVESTMENT

Bond discount

For the Years Ended December 31, 1979 and 1980

Interest income before amortiza
tion (Schedules 1 and 2)
Amortization of bond discount
(Schedule 3)
Gain on sale of bonds
(Schedule 4)
Income before income taxes

1979

1980

$37,333

$53,334

5,775

8,817

—

5,441

$43,108

Amortization of bond discount for
1979
6 months ended December 1,
1979 ($738,300 x 5% =
$36,915 effective interest —
$32,000 cash interest)
Month of December 1979
($743,215 ($738,300 +
$4,915) X 5% = $37,161
effective interest - $32,000
cash interest = $5,161 x
1/6)

$67,592

Schedule 1
Interest Income Before Amortization fo r 1979
Face value of bonds (800 x
$1,000)
$800,000
x 8%
Interest rate
Interest for year

Balance of unamortized bond dis
count December 31, 1979
Amortization of bond discount for
1980
5 months ended June 1, 1980
($5,161 - $860)
5 months ended November 1,
1980 ($748,376 ($743,215 +
$5,161) X 5% = $37,419
effective interest — $32,000
cash interest = $5,419 x
5/6)

$ 64,000

Interest received December 1, 1979
($64,000 X 1/2)
Interest accrued at December 31, 1979
($64,000 X 1/12)
Interest income before amortization for 1979

$32,000
5,333
$37,333

$4,915

860

5,775
55,925

4,301

4,516

8,817

Balance of unamortized bond dis
count November 1, 1980

Schedule 2
Interest Income Before Amortization for 1980
Interest accrued at December 31, 1979,
reversed
$(5,333)
Interest received June 1, 1980 (6 months)
32,000
Accrued interest paid by buyer (June 1 to
November 1, 5/12 x $64,000)
26,667
Interest income before amortization for 1980

61,700

$ 47,108

Schedule 4
Gain on Sale o f Bonds for 1980
Selling price of bonds
Selling price of bonds, in
cluding accrued interest
paid by buyer
$785,000
Accrued interest paid by
buyer (Schedule 2)
(26,667)

$53,334

Selling price of bonds
Book value of bonds
Purchase price of bonds
Amortization of bond dis
count for 1979 (Sched
ule 3)
Amortization of bond dis
count for 1980 (Sched
ule 3)
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$758,333
738,300

5,775

8,817

Book value of bonds at
date of sale

752,892

Gain on sale of bonds

$

5,441

Accounting Practice— Part I
Warner, Inc.

SCHEDULE OF INTEREST INCOME AND BOND DISCOUNT
AMORTIZATION—EFFECTIVE INTEREST METHOD
8% Bonds Purchased to Yield 10%
(Not Required)
Effective
interest
Discount
(5% semiannual)
amortization

Date

Cash
interest
(4% semiannual)

6-1-79
12-1-79
6-1-80
12-1-80
6-1-81
12-1-81
6-1-82
12-1-82
6-1-83
12-1-83
6-1-84
6-1-84

$ 32,000
32,000
32,000
32,000
32,000
32,000
32,000
32,000
32,000
32,000
—

$ 36,915
37,161
37,419
37,690
37,974
38,273
38,587
38,916
39,262
39,625
-(1 2 2 )c

$ 4,915
5,161
5,419
5,690
5,974
6,273
6,587
6,916
7,262
7,625
(122)c

$320,000

$381,700

$61,700

—

—

—

Balance
unamortized
discount

Carrying
value o f
bonds

$61,700b
56,785
51,624
46,205
40,515
34,541
28,268
21,681
14,765
7,503
(122)
122c

$738,300a
743,215
748,376
753,795
759,485
765,459
771,732
778,319
785,235
792,497
800,122
800,000

—0—

$800,000

a Price paid for $800,000 bonds equals present value of principal plus present value of interest payments;
Principal
$800,000 X .614 (present value of $1 at 5% for 10 periods)
Interest payments
$32,000 (4%

X

$800,000)

x

$491,200

7.722 (present value o f an annuity o f $1 at 5% for 10 periods)

247,100
$738,300

b $800,000 - $738,300 = $61,700.
c Adjustment for fractional differences.

Part b.

Schedule 1
Equity in Earnings o f Wolf Company
Year ended December 31, 1979
($400,000 X 10%)
$ 40,000

Jeffries, Inc.

1.

INCOME BEFORE INCOME TAXES FROM
INVESTMENT IN WOLF COMPANY

Year ended December 31, 1980
Six months ended June 30, 1980
($300,000 ($500,000 $200,000) X 10%)
Six months ended December 31,
1980 ($200,000 X 40%)

For the Year Ended December 31, 1979
October 1, 1979—dividend received from
Wolf Company (10,000 shares x
$0.90)

2.

$

9,000

Total

Jeffries, Inc.

$ 30,000
80,000
$110,000

INCOME BEFORE INCOME TAXES FROM
INVESTMENT IN WOLF COMPANY
For the Years Ended December 31, 1980,
and 1979, Restated
1980
Equity in earnings of
Wolf Company
(Schedule 1)
Amortization of goodwill
(Schedule 2)
Income before income
taxes

$110,000
(6,875)
$103,125

Schedule 2
Amortization of Goodwill

1979 Restated

$ 40,000
(2,500)
$ 37,500
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stock (January 1, 1979)
Deduct underlying equity in net assets of
Wolf at January 1, 1979 ($6,000,000
X 10%)

$ 700,000

Goodwill on 10% investment
Amortization rate (40 years)

$ 100,000
x2.5%

Annual amortization of goodwill

$

600,000

2,500

Examination Answers— May 1981
Amortization for year ended December 31,
1979
Cost of 30% investment in Wolf common
stock (July 1, 1980)
Deduct underlying equity in net assets of
Wolf at July 1, 1980 ($6,500,000 x
30%)

$

1,950,000
$

350,000
x2.5%

Annual amortization of goodwill

$

8,750

$

2,500
4,375

$

6,875

Amortization for year ended December 31,
1980

Net investment to be recovered
Present value of an annuity of $1 in advance
for 7 periods at 12%

$2,300,000

Goodwill on 30% investment
Amortization rate (40 years)
Amortization for year ended December 31,
1980
On 10% investment
On 30% investment ($8,750 x 1/2)

Deduct present value of estimated residual
value ($60,000 x 0.452 (present value of
$1 at 12% for 7 periods))

2,500

Annual rental

2.

Rental expense ($18,000 x 10 months)

3.

Rental income ($18,000 x 10 months)
Deduct
Depreciation ($1,200,000
10 X 10/12)
$100,000
Amortization of commission
for negotiating lease
($60,000 X 10/48)
12,500

$180,000

Income from operating lease

$ 67,500

$579,173

$500,000
(50,000)
(60,000)

390,000
$189,173

Finley Company
COMPUTATION OF EXPENSE ON LEASE
RECORDED AS A CAPITAL LEASE
For the Year Ended December 31, 1980

Depreciation ($422,880 (Schedule 1)÷
Interest expense (Schedule 1)

7)

Total expense on lease

$ 60,411
40,817
$101,228

Schedule 1
Interest Expense Year Ended December 31, 1980
Liability under capital lease (initial value)
($82,739 X 5.111 (present value of an
annuity of $1 in advance for 7 periods at
12%*))
$422,880
Deduct lease payment on December 31,
1979
82,739

112,500

P art b.
1.
Dumont Corporation
COMPUTATION OF ANNUAL RENTAL
UNDER DIRECT FINANCING LEASE
Dated December 31, 1979

Net cost to Dumont

÷ 5.111
$ 82,739

$180,000

2.
Riley, Inc.
COMPUTATION OF INCOME BEFORE INCOME
TAXES ON OPERATING LEASE
For the Year Ended December 31, 1980

Cost of leased machine
Deduct investment tax credit ($500,000 x
10%)

422,880

Dumont Corporation
COMPUTATION OF GROSS LEASE RENTALS
RECEIVABLE AND UNEARNED INTEREST
REVENUE AT INCEPTION OF DIRECT
FINANCING LEASE
Dated December 31, 1979

Gross lease rentals receivable
($82,739 X 7)
Deduct recovery of net invest
ment in machine on capital
lease
Cost of machine
Investment tax credit
($500,000 X 10%)
Residual value of machine
Unearned interest revenue

Answer 5 (10 points)
P art a.
1.
Sutter Company
COMPUTATION OF EXPENSE
ON OPERATING LEASE
For the Year Ended December 31, 1980

27,120

Balance December 31, 1979 (after initial
payment)
Interest rate
Interest expense year ended December 31,
1980

$500,000

340,141
x 12%*
$ 40,817

* Finley Company must use Dumont Corporation’s (Lessor’s) implicit rate
of 12% (which is known to it), since it is lower than Finley’s incremental
borrowing rate of 14%.

50,000
450,000
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Dumont Corporation
SCHEDULE OF AMORTIZATION—DIRECT FINANCING LEASE
Dated December 31, 1979
(Not Required)
Date
12-31-79
12-31-79
12-31-80
12-31-81
12-31-82
12-31-83
12-31-84
12-31-85
12-31-86
12-31-86

Lease
Rental
Initial Value
$ 82,739
82,739
82,739
82,739
82,739
82,739
82,739
—
—

$579,173

Interest
Income (12%)

Investment
Recovery

Net
Investment

$ 44,071
39,431
34,234
28,414
21,895
14,593
6,416
119c

$ 82,739
38,668
43,308
48,505
54,325
60,844
68,146e
(6,416)
(119)c

$450,000ad
367,261
328,593
285,285
236,780
182,455
121,611
53,465f
59,881
60,000b

$189,173

$390,000

$ 60,000

—

—

—

a Net investment equals cost less investment tax credit ($500,000 - $50,000).
b Residual value that remains in the asset account at expiration of the lease.
c Adjustment for fractional differences.
d Present value of lease payments ($422,880) plus present value of the residual value ($27,120) = $450,000.
c Includes unearned interest income of $6,416.
f Net o f unearned interest income o f $6,416.
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ACCOUNTING PRACTICE—PART II

May 7, 1981; 1:30 to 6:00 P.M.

Answer I (10 points)

Answer 2 (10 points)

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

c
b
c
d
c
a
b
b
d
a

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

b
c
a
a
c
a
a
d
b
b

Answer 3 (10 points)
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

a
a
c
b
b
c
b
c
b
a
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d
a
a
c
d
b
d
d
c
a

d
b
b
b
c
d
d
c
d
d

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

d
c
b
b
c
b
a
d
d
d

Accounting Practice— Part II

1.

2.

3.

4.

5.

6.

7.

8.

July 1, 1979, to June 30, 1980
Debit
Inventory of materials and
-----------supplies
Vouchers payable
To record purchases on
account
Materials and supplies
expense
Inventory of materials
and supplies
To record ending inventory
and materials and sup
plies used
Personal service expense
Cash
To record personal service
expense paid
Utility expense
Cash
To record payment of util
ity charges
Depreciation expense—
building
Depreciation expense—ma
chinery and equipment
Allowance for deprecia
tion— building
Allowance for deprecia
tion— machinery and
equipment
To record depreciation
Due from General Fund
Due from Water and Sewer
Fund
Due from Special Revenue
Fund
Service Revenue
To record billings to de
partments for services
rendered
Cash
Due from General Fund
Due from Water and
Sewer Fund
Due from Special Reve
nue Fund
To record collection of
receivables
Vouchers payable
Cash
To record payment of
vouchers

City o f Merlot

2.

Answer 4 (10 points)
Part a.
City of Merlot
CENTRAL GARAGE FUND
Journal Entries

CENTRAL GARAGE FUND
Closing Entries
June 30, 1980
Service revenue
Materials and supplies
expense
Personal service expense
Utility expense
Depreciation expense—
building
Depreciation expense—
machinery and equipment
Income summary
To close revenue and expense
accounts

Credit

$ 74,000
$ 74,000

96,000
96,000

230,000

Income summary
Retained earnings
To close income summary to
retained earnings

230,000

Debit
$378,000

Credit

$ 96,000
230,000
30,000
5,000
8,000
9,000

9,000
9,000

30,000
30,000

Part b.
5,000

City of Rom

8,000

JOURNAL ENTRIES TO RECORD
BUDGETED AND ACTUAL TRANSACTIONS
For the Year Ended June 30, 1980
Debit
Credit
1. Estimated revenues
(various
subaccounts)
$ 2 ,000,000
Appropriations (var
ious subaccounts)
$1,940,000
Fund balance—unre
served
60,000
To record budget
2. Taxes receivable
1,870,000
Allowance for uncol
lectible taxes
10,000
Revenues—taxes
1,860,000
To record tax levy
3. Cash
1,820,000
Allowance for uncollec
tible taxes
8,000
Taxes receivable
1,828,000
To record tax collec
tions
4. Encumbrances (various
subaccounts)
1,070,000
Fund balance—re
served for encum
brances
1,070,000
To record encumbrances

5,000

8,000
262,000
84,000
32,000
378,000

376,000
276,000
84,000
16,000

98,000
98,000
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Debit
5.

6.

7.

8.

9.

Fund balance—reserved
for encumbrances
Encumbrances (var
ious subaccounts)
To reverse encum
brances
Expenditures (various
subaccounts)
Vouchers payable
To record expenditures
Vouchers payable
Cash
To record payment of
vouchers
Fund balance—unre
served
Revenues—taxes
Estimated revenues
(various subac
counts)
To close actual and esti
mated revenues to
fund balance
Appropriations (various
subaccounts)
Expenditures (various
subaccounts)
Encumbrances (var
ious subaccounts)
Fund balance— unre
served
To close expenditures,
encumbrances, and
appropriations to
fund balance

Vogue Fashions, Inc.
MATERIALS PRICE VARIANCE
For the Month Ended June 30, 1980

b.

Credit

1, 000,000
1, 000,000

Actual cost of materials purchased
Standard cost of materials purchased
(95,000 X $1.10)

$106,400

Unfavorable materials price variance

$

1,840,000
1,852,000

c.

1,852,000

Vogue Fashions, Inc.
MATERIALS AND LABOR VARIANCES
For the Month Ended June 30, 1980
Lot no.

140,000
1,860,000
Materials quantity var
iance
Standard yards
Units in lot
Standard yards
per lot

2 , 000,000

Total standard quan
tity
Actual yards used

1,940,000
1,840,000

22

23

1,000

1,700

1,200

24

24

24

24,000
24,100

40,800
40,440

28,800
28,825

100

Variance in yards

70,000

Labor efficiency vari
ance
Standard hours
Units in lot
Standard hours
per lot

Vogue Fashions, Inc.
STANDARD COST OF PRODUCTION
For the Month Ended June 30, 1980

Lot

Quantity
(dozens)

Standard cost
per dozen

Total
standard cost

22
23
24

1,000
1,700
1,200

$53.10
53.10
47.76*

$ 53,100
90,270
57,312
$200,682

24

1,200

3

3

3

3,000

5,100

3,600

100

100

80

5,100
5,130

2,880
2,890

10

30

(20)

22

Lot no.
23

24

Labor rate variance
Actual hours worked
Rate paid in excess
of standard
($5.00 - 4.90)

$

.10

$

.10

$

.10

Variance

$

298

$

513

$

289

(

50

25

1,700

3,000
2,980

Variance in hours

* Standard material cost plus 80% of standard cost of labor and overhead
($26.40 + (.80 X $26.70))

(360)

1,000

Total standard hours
Actual hours worked

24

Lot no.
23

22

30,000

Answer 5 (10 points)

Standard cost of production

1,900

1,840,000

Total
Percentage of
completion

a.

104,500

) Indicates favorable variance

2,890

5,130

2,980

Accounting Practice— Part II
d.

Vogue Fashions, Inc.
MANUFACTURING OVERHEAD VARIANCES
For the Month Ended June 30, 1980

Controllable variance
Actual manufacturing overhead
Budgeted for level of produc
tion attained
Fixed (.40 X $576,000/12)
Variable ($4.00 x .60 x
10,980 standard hours)

$45,600

$19,200
26,352

Total budgeted
Unfavorable controllable variance
Noncontrollable variance
Budgeted for level of produc
tion attained
Overhead applied to production
(10,980 standard hours
X $4.00)
Unfavorable noncontrollable vari
ance
Alternate Solution
Fixed manufacturing overhead (as
above)
$43,920
Overhead applied to production
26,352
Variable manufacturing overhead
Unfavorable noncontrollable vari
ance

45,552
$___ 48

$45,552

43,920
$ 1,632

$19,200
17,568
$ 1,632
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May 7, 1981; 8:30 A.M. to 12:00 M.

Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

c
b
d
d
b
a
c
b
c
d
a
b
c
c
d

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.

b
a
d
d
b
d
c
a
a
d
c
d
d
c
b
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c
b
c
d
a
d
b
a
a
a
d
b
b
a
a

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

d
b
d
d
a
a
d
d
c
d
a
a
a
a
d

Auditing
Answer 2 (10 points)

•

Read the available minutes of meetings of stockholders,
directors, and appropriate committees; inquire about
matters dealt with at meetings for which minutes are
not available.

•

Obtain from the client’s legal counsel a description and
evaluation of any litigation, impending litigation,
claims, and contingent liabilities (of which counsel has
knowledge) that existed at the date of the balance sheet
being reported on, together with a description and
evaluation of any additional matters of such nature that
have come to counsel’s attention up to the date the
information is furnished.

•

Obtain a letter of representations, dated as of the date
of the auditor’s report, from appropriate officials (gen
erally the chief executive officer and chief financial
officer) regarding whether any events occurred sub
sequent to the date of the financial statements being
reported on by the independent auditor that, in the
officer’s opinion, would require adjustment or disclo
sure in these statements.

•

Make such additional inquiries or perform such pro
cedures as considered necessary and appropriate to
dispose of questions that arise in carrying out the
foregoing procedures, inquiries, and discussions.

a.

A subsequent event is an event or transaction that
occurs subsequent to the balance sheet date but prior to the
issuance of the financial statements and auditor’s report that
has a material effect on the financial statements and therefore
requires adjustment or disclosure in the financial statements.

b. The occurrence of subsequent events that provide ad
ditional evidence regarding conditions that existed at the
date of the balance sheet and affect the estimates inherent
in the process of preparing financial statements necessitate
financial statement adjustment. Those events that provide
evidence regarding conditions that did not exist at the date
of the balance sheet being reported on but arose subsequent
to that date ordinarily would not result in adjustment of the
financial statements.
Some of these latter events, however, may be such that
disclosure of them is required to keep the financial statements
from being misleading. Occasionally such an event may be
so significant that disclosure can best be made by supple
menting the historical financial statements with pro forma
financial data giving effect to the event as if it had occurred
on the balance sheet date.

c.

The specific procedures that should be performed in
order to ascertain the occurrence of subsequent events are
these:
•

•

Answer 3 (10 points)

Read the latest available interim financial statements,
compare them with the financial statements being re
ported upon, and make any other comparisons consid
ered appropriate in the circumstances. Inquire of of
ficers and other executives having responsibility for
financial and accounting matters whether the interim
statements have been prepared on the same basis as
that used for the statements under examination.•

Deficiencies in the staff accountant’s tentative report include
the following:
1. The report should be addressed to the company whose
financial statements are being examined or to its board
of directors or stockholders. The report should not
generally be addressed to the audit committee.

Inquire of and discuss with officers and other executives
having responsibility for financial and accounting mat
ters (limited, where appropriate, to major locations)
regarding:
a. Whether any substantial contingent liabilities or
commitments existed at the date of the balance
sheet being reported on or at the date of inquiry.
b. Whether there was any significant change in the
capital stock, long-term debt, or working capital
to the date of inquiry.
c. The current status of items in the financial state
ments being reported on that were accounted for
on the basis of tentative, preliminary, or incon
clusive data.
d. Whether any unusual adjustments have been made
during the period from the balance sheet date to
the date of inquiry.

2. The report should state that an examination was per
formed in accordance with generally accepted auditing
standards, which includes tests of the accounting rec
ords as well as other auditing procedures.
3. When the principal auditor decides to make reference
to the examination of the other auditor, the report
should indicate clearly, in both the scope and opinion
paragraphs, the division of responsibility regarding the
portions of the financial statements examined by each.
This was not done.
4. When the principal auditor decides to make reference
to the examination of the other auditor, the report
should disclose the magnitude of the portion of the
financial statements examined by the other auditor.
This was not done.
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5. Reference to and identification of a specialist in the
auditor’s report should only occur when the auditor
decides to modify the opinion as a result of the report
or finding of the specialist and the auditor believes
such reference will facilitate an understanding of the
reason for the modification. This report should not have
referred to the work of Dr. Irwin Same.

Answer 4 (10 points)

6. Although the scope paragraph referred to an exami
nation of the financial statements for the years ended
December 31, 1980, and 1979, an opinion was ex
pressed only on the 1980 financial statements.

Is responsibility for the fund vested in one
person?
Is physical access to the fund denied to all
others?
Is the custodian independent of other em
ployees who handle cash?
Is the custodian bonded?
Is the custodian denied access to other cash
funds?
Are receipts unalterable?
Are receipts prenumbered?
Is the integrity of the prenumbered se
quence periodically accounted for?
Does the seller sign receipts?
Are receipts attached to reimbursement
vouchers?
Are vouchers that are submitted for reim
bursement approved by someone other
than the custodian?
Are reimbursement vouchers and attach
ments (receipts) cancelled after reim
bursement?
Is the fund used exclusively for the acqui
sition of books?
Is the fund periodically counted and recon
ciled by someone other than the custo
dian?
Is the fund maintained on an imprest basis?
Is the size of the fund appropriate for the
purpose intended?

University Books Incorporated
REVOLVING CASH FUND
INTERNAL CONTROL QUESTIONNAIRE
Question

7. The statement of changes in financial position was not
identified in the opinion paragraph, and the “ consol
idated” entity was not indicated.
8. When there are material uncertainties the outcome of
which is not susceptible to reasonable estimation, the
auditor should consider whether or not to express an
unqualified opinion. In this case, it appears that the
auditor’s opinion should have been qualified due to the
uncertainties described. A “ subject to” and not an
“ except for” opinion would have been appropriate.
9. When there is a change in accounting principle, the
opinion paragraph should be modified regarding con
sistency, indicating the nature of the change. Further
more, in order to be more informative, the auditor
should explicitly indicate concurrence with the change
in accounting principle, unless an exception is expressly
stated. Furthermore, the consistency phrase used was
the phrase recommended when reporting on a single
year and not the phrase recommended when reporting
on comparative financial statements.
10. Generally, the date of completion of the field work
should be used as the date of the auditor’s report. Dual
dating may be used when a subsequent event disclosed
in the financial statements occurs after completion of
field work but before issuance of the report. Since the
auditor’s report is dated March 1, 1981, the dual dating
as of January 8, 1981, is inappropriate.

54

Yes

No

Auditing
over, gross profit percentage, dollar and unit sales, and
so forth).
Compare financial information with anticipated results
(based upon budgets, forecasts, trends analysis, long
term agreements, commitments, and so forth).
Study the relationships of elements of financial infor
mation that would be expected to conform to a pre
dictable pattern based upon the entity’s experience (for
example, perform a comparison of statistical data from
sales departments with accounting records or relation
ships between changes in sales and changes in accounts
receivable balances).
Compare the financial information with similar infor
mation regarding the industry in which the entity op
erates (for example, government publications, trade
association data, and so forth).
Study relationships of the financial information with
relevant nonfinancial information (for example, relate
insurance coverage to inventory amounts, compare
inventory quantities with storage capacity of storage
facilities, and so forth).
Apply other appropriate audit procedures which may
be deemed necessary in the circumstances.

Answer 5 (10 points)
The tests, including analytical review procedures, that
Decker should apply are as follows:
Trace entries to perpetual inventory records from re
ceiving reports and shipping reports.
Trace entries from perpetual inventory records to re
ceiving reports and shipping reports.
Compare records of monthly physical counts with per
petual inventory records.
Ascertain whether perpetual inventory records have
been adjusted based upon physical counts.
Test arithmetic accuracy of perpetual inventory records.
Reconcile beginning inventory quantities with ending
inventory quantities.
Ascertain the consistency of the methods of determining
cost and market value.
Compare unit costs on inventory listings with paid
vouchers (purchase orders and vendor’s invoices).
Compare financial information with information for
comparable prior periods (for example, inventory turn
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BUSINESS LAW

(Commercial Law)

May 8, 1981; 8:30 A.M. to 12:00 M.

Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

b
d
c
a
a
b
c
c
a
b
b
a
c
c
d

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.

d
d
d
d
d
b
c
c
b
c
a
a
d
c
a
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d
c
c
b
b
d
c
c
b
b
d
c
b
c
a

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

a
c
a
a
b
b
d
c
b
a
a
b
a
b
a

Business Law
depositor was negligent (for example, he disregarded a
notice from the proper party that he had not received pay
ment), the bank will prevail if it was in no way negligent.
The restated circumstances also change the second
answer (b.2.). A bank is not deemed to know the signatures
of indorsers; therefore, the bank may recover its loss from
McCarthy, the party collecting on the item. Section 3-417
of the Uniform Commercial Code provides that a party
receiving payment on the instrument warrants to the payor
that he has good title to the instrument.

Answer 2 (10 points)

Part a.
Harrison will prevail, but only to the extent of “ value,”
here $8,500, given for the negotiable promissory note. The
primary issue in the case is the “ value” requirement for
holding in due course. The facts reveal that Harrison pur
chased the instrument in good faith, that it was not overdue,
and, at the time the negotiation took place, Harrison had
no knowledge of the fraudulent circumstances under which
the instrument was originally obtained from Oliver. The
facts indicate that the note was negotiable and that the
negotiation requirement was satisfied.
The Uniform Commercial Code section dealing with
“ taking for value” provides that a holder, here Harrison,
takes for value to the extent that the agreed consideration
has been performed. Certainly, the payment of the $5,000
in cash constitutes value. The code further provides that
when a holder gives a negotiable instrument for the instru
ment received, he has given value. Although this provision
is primarily concerned with the giving of one’s own ne
gotiable instrument, it is obvious that the negotiation of
another’s negotiable instrument as payment is value. How
ever, the promise to pay an agreed consideration is not value
even though it constitutes consideration.

Answer 3 (10 points)
Part a.
1. In order to prevail against the creditors of a party to
whom goods have been consigned, the consignor may do
one of three things according to the Uniform Commercial
Code (section 2-326):
a. Comply with applicable state law providing for a con
signor’s interest to be evidenced by a posted sign. Most
states do not have such statutes.
b. Establish that the person conducting the business is
generally known by his creditors to be substantially
engaged in selling the goods of others. This is either
not the case or is difficult to prove.
c. Comply with the filing provisions of Article 9: Secured
Transactions. From a practical standpoint, this last
course of action appears to be the most logical, if not
the only, choice.
Article 9 (section 9-114) requires that a consignor comply
with the general filing requirements of the code (section 9302) and also give notice in writing to the creditors of the
consignee who have a perfected security interest covering
the same type of goods. The written notice must be given
before the date of filing by the consignor and received within
five years before the consignee takes possession of the
goods. The notice must state that the consignor expects to
deliver goods on consignment to the consignee and must
contain a description of the goods.

Part b.
1. No. Williams will not prevail. The Uniform Com
mercial Code imposes upon the depositor the responsibility
for reasonable care and promptness in discovering and re
porting his unauthorized signature. In any case, the depositor
must discover and report his unauthorized signature within
one year from the time the items (checks) are made available
to him. The latter rule applies irrespective of lack of care
on the part of either the bank or depositor. This absolute
rule is based in part upon the rationale that, after certain
periods of time have elapsed in respect to commercial
transactions, finality is the most important factor to be
considered. Thus, after this amount of time has elapsed,
existing expectations and relations are not to be altered.

2. No. Walpole will not prevail. Whether a consignment
is a “ true” consignment (an agency relationship) or is
intended as a security interest, the Uniform Commercial
Code requires that notice be given to creditors of the con
signee.
A consignment is governed by sections from two ar
ticles of the code; Article 2; Sales and Article 9; Secured
Transactions. Section 2-326 treats a consignment as a “ sale
or return” because “ the goods are delivered primarily for
resale.” Section 2-326(3) provides the following;
Where goods are delivered to a person for sale and
such person maintains a place of business at which he
deals in goods of the kind involved, under a name
other than the name of the person making delivery.

2. No. The bank cannot collect from McCarthy. The
Uniform Commercial Code places the burden upon the bank
to know at its peril the signature of its drawer. Therefore,
when the bank has paid on the forged signature of a de
positor, it cannot recover the loss by seeking collection from
a party who has received payment in good faith.
3. The first answer (b .1.) would be changed in that the
law allows the depositor a three-year period in which to
discover the forged signature of the payee or an indorser.
Thus, if both the bank and depositor are not negligent (as
it would appear from the excellence of the forgery), the loss
rests with the bank. However, if it can be shown that the
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This broad and somewhat nebulous provision applies to any
securities issuer that is subject to registration under section
12 of the Securities Exchange Act of 1934 and that must
file reports thereunder. This provision applies to Massive
in that its stock is listed on a national exchange. Massive
has obviously violated the part of the act stating that an
issuer must “ make and keep books, records and accounts
which in reasonable detail accurately and fairly reflect the
transactions and dispositions of the assets of the issuer.”
This separate violation is subject to the omnibus criminal
and civil sanctions applicable to activities proscribed by the
Securities Exchange Act of 1934.
Feldspar and Delwood, acting in their capacities as
officers, agents, and/or directors of Massive, are personally
subject to the provisions of the Foreign Corrupt Practices
Act. If they are convicted of willfully violating the act, each
is subject to a fine of not more than $10,000 or to impris
onment for not more than five years or both.
In addition the SEC may take administrative action
against Massive by seeking injunctive relief, which could
result in the suspension of trading of Massive’s shares.

then with respect to claims of creditors of the person
conducting the business the goods are deemed to be
on sale or return. The provisions of this subsection are
applicable even though an agreement purports to re
serve title to the person making delivery until payment
or resale or uses such words as “ on consignment” or
“ on memorandum.”
It is obvious from the facts, that Walpole’s marketing
arrangement is covered by the above language. The code
further provides that the creditors of the consignee will be
able to assert claims against goods sold on a sale or return
basis unless some form of notice is given.

Part b.
Lebow will prevail to the extent of the 65 percent of the
bolts of wool that it repossessed on August 11, 1980. Since
Lebow obtained possession of 65 percent of the shipment
prior to attachment or judgment by Dunbar, Lebow’s se
curity interest with respect to those goods had been perfected
as of August 11. The original erroneous filing is invalid
against the creditors of Fashion Plate. Lebow’s security
interest was not perfected by filing initially, and, therefore,
Lebow will not prevail over the rights of Dunbar, a sub
sequent lien creditor of Fashion Plate. The facts of the case
indicate that the security interest was not perfected by filing
until August 20, 1980. However, prior to that time Dunbar
levied against the goods on August 13 and obtained a
judgment against Fashion Plate on August 18, 1980. Both
dates are prior to the August 20 filing by Lebow; thus, the
lien creditor would have priority over Lebow’s claim based
exclusively on perfection by filing. Perfection can also be
accomplished by possession, but if perfection by either
method precedes the time that the lien creditor obtains rights
against the property, it prevails.

Part b.
1. The Securities Act of 1933 exempts from registration
“ any security which is part of an issue offered and sold
only to persons resident within a single state . . . where the
issuer of such security is a corporation incorporated by and
doing business within such state.” If an offering otherwise
qualifies for this exemption, the use of the facilities of
interstate commerce is permitted. According to the facts,
Marigold could qualify for the intrastate exemption.
However, very strict requirements apply to the offerees
and purchasers: They must all be “ residents” of the single
state in question. Consequently, an offer to one nonresident
can nullify the entire exemption. Meticulous care must be
taken to ensure that no offers or sales are made to nonres
idents, which, from a practical standpoint, may be extremely
difficult to ascertain. A further limitation applies to issuers.
Since the underlying rationale of the exemption as articulated
by the SEC is “ to provide for local financing for local
industries carried out through local investment,” the judicial
and administrative interpretations of “ doing business” have
been strict. Essentially, the SEC has ruled that an issuer is
doing business within the state if it derives 80 percent of
its revenues from the state, has 80 percent of its assets
within the state, intends to use 80 percent of the proceeds
from the offering within the state, and has its principal
office within the state.
Were the above requirements and limitations not
enough, an added requirement regarding resale of the dis
tributed securities must be satisfied. In effect, there must
not be a resale of the securities to nonresidents for a period
of nine months.

Answer 4 (10 points)
Part a.
The legal implications of the conduct described can be best
described as grave. Massive Manufacturing, Delwood, and
its CEO, Feldspar, will all undoubtedly face criminal pros
ecution as a result of their conduct. Massive Manufacturing
also has potential civil liability. The facts reveal clear-cut
criminal violations of the Foreign Corrupt Practices Act of
1977.
The Foreign Corrupt Practices Act of 1977 prohibits
payments to any foreign official or foreign political party
or official thereof to influence the act or decision of that
person or party acting in an official capacity. Any issuer
convicted of engaging in such illegal conduct is subject to
fines not exceeding $1 million. The act also requires that
adequate accounting books and records must be maintained.

58

Business Law
be considered and was present to a limited extent in this
case. Second, the sharing in gross returns does not of itself
establish a partnership, but its importance is rendered moot
as a result of the profit-sharing arrangement between the
parties. Finally, and the key factor in partnership determi
nation, is the receipt of profits: The act states “ the receipt
by a person of a share of the profits of a business is prima
facie evidence that he is a partner in the business. . . . ”
Sharing in profits is prima facie evidence of the exist
ence of a partnership. The defendants (Davis and Clay) must
affirmatively rebut this prima facie case against them or
lose. There do not appear to be facts sufficient to accomplish
this.

2. Even if an exemption to federal registration is available,
state law must be complied with. State securities laws
popularly known as “ blue sky” laws are not entirely uni
form; however, at least a minimum filing generally will be
required as well as a clearance to offer and sell the securities
within the state.

Answer 5 (10 points)
Part a.
Yes. Ace will prevail. A partnership did exist and the parties
are jointly liable. The legal basis upon which Ace will seek
recovery is that a partnership exists among Wilkins, Davis,
and Clay. If the parties are deemed partners among them
selves, then Ace can assert liability against such partnership
and against the individual partners as members thereof,
since they are jointly liable for such partnership obligations.
The Uniform Partnership Act, section 7, provides rules
for determining the existence of a partnership. Although it
is frequently stated that the intent of the parties is important
in determining the existence of a partnership relationship,
this statement must be significantly qualified; It is not the
subjective intent of the parties that is important when they
categorically state that they do not wish to be considered
as partners. If much effect were given to such statements,
partnership liability could easily be shed. Further, the party
dealing with the partnership need not in fact rely upon the
existence of a partnership. Thus, the fact that Ace did not
learn of the Davis, Clay, Wilkins agreement until after he
had extended credit does not preclude him from asserting
partnership liability.
The bearing of section 7 of the Uniform Partnership
Act on this case can be examined as follows. First, joint,
common, or part ownership of property of any type does
not of itself establish a partnership. It is only one factor to

Part b.
The limited partnership, the general partners, and Lawler
are all jointly liable for the debts of Claws Productions.
Claws Productions limited partnership is liable and
must satisfy the judgment to the extent it has assets. Harper,
Von Hinden, and Graham are liable for the unpaid debts
of the limited partnership. An interesting problem posed by
the fact situation is Lawler’s liability. The general rule, in
fact the very basis for the existence of the limited partnership,
is that the limited partner is not liable beyond its capital
contribution. However, a notable exception contained in
section 7 of the Uniform Limited Partnership Act applies
to the facts presented here:
A limited partner shall not become liable as a general
partner unless, in addition to the exercise of his rights
and powers as a limited partner, he takes part in the
control of the business.
The statutory language covers the facts stated. Lawler
assumed a managerial role vis a vis the partnership and in
the process became liable as a general partner.
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Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

a
c
b
a
b
d
d
d
b
b
a
a
c
b
c

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.

a
d
b
b
b
a
a
c
c
a
c
d
c
d
a
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d
c
b
b
d
a
a
b
a
c
b
d
b
a
b

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

a
b
d
c
d
c
b
b
d
d
b
a
d
d
d

Accounting Theory
the Consumer Price Index for All Urban Consumers to the
historical cost amounts.
Measurements of historical cost/constant dollar
amounts are computed by multiplying the components of
the historical cost/nominal dollar measurements by the av
erage level of the Consumer Price Index for the current
fiscal year (or the level of the index at the end of the year
if comprehensive financial statements are presented) and
dividing the result by the level of the index at the date on
which the measurement of the associated items was estab
lished (that is, the date of acquisition or the date of any
measurement not based on historical cost).

Answer 2 (10 points)
P art a.
1.
•
•
•
•
•

•
•

The advantages of the payback method are these:
It is simple to compute.
It is easy to understand.
It may be used to select those investments yielding a
quick return of cash.
It permits a company to determine the length of time
required to recapture its original investment.
The reciprocal of the payback period may be used
under certain conditions as a rough approximation of
the rate of return calculated by the internal rate-ofreturn method. The approximation is valid when the
project’s life is long, approximately double or more
that of the payback period, and when the annual savings
and/or cash inflow are relatively uniform in amount.
The disadvantages of the payback method are these;
It ignores the time value of money.
It ignores cash flow, including salvage value, which
may be produced beyond the payback period.

b. The principal advantage of the historical cost/constant
dollar method of accounting over the historical cost method
is that it assists in the analysis of the effects of changing
general price levels. In a period of rising prices, the historical
cost method of accounting matches dollars of different
purchasing power on the income statement.
c. The current cost method of accounting is based on
measuring and reporting assets and expenses associated with
the use or sale of assets at their current cost or lower
recoverable amount at the balance sheet date or at the date
of use or sale.

2. Other capital budgeting techniques that could be used
are the accounting rate-of-return (average annual return on
investment) method, and the two discounted cash flow
methods— net present value and internal rate of return.

d. Depreciation expense using the current cost method of
accounting would differ from depreciation expense using
the historical cost method of accounting because deprecia
tion expense is based on the current rather than historical
cost of the fixed asset involved.
In a period of rising prices, depreciation expense is
likely to be higher using the current cost method of ac
counting because the current cost of the fixed asset is likely
to be higher.

P art b.
1. The breakeven point is that level of activity (sales) at
which neither profit nor loss results. The factors used in
determining the breakeven point are sales price, variable
cost, and fixed cost.
The breakeven point in units is computed by dividing
the total fixed cost by the unit contribution margin (sales
price less variable cost). The breakeven point in dollars is
computed by dividing the total fixed cost by the contribution
margin ratio (sales price divided into contribution margin).
2.
•

•

Answer 4 (10 points)
a. If the terms of the purchase are FOB shipping point
(manufacturer’s plant). Retail, Inc., should include in its
inventory goods purchased from its suppliers when the goods
are shipped. For accounting purposes, title is presumed to
pass at that time.

The major uses of breakeven analysis are these:
It assists management in achieving profit objectives by
enabling management to analyze fixed versus variable
cost characteristics and production volumes.
It assists management in formulating pricing and prod
uct mix decisions.

b. Freight-in expenditures should be considered an in
ventoriable cost because they are part of the price paid or
the consideration given to acquire an asset.
c. Because the cooking utensils were purchased three
times during the current year, each time at a higher price
than previously. Retail, Inc.’s ending inventory would be
lower and the cost of goods sold would be higher using the
weighted-average cost method instead of the FIFO method.

Answer 3 (10 points)
a. The historical cost/constant dollar method of account
ing is based on measures of historical prices in dollars, each
of which has the same general purchasing power.
Historical cost amounts outdated in terms of current
prices are restated on a current basis by the application of

d. Because Retail, Inc., calculates the estimated cost of
its ending inventory using the conventional (lower-of-cost-
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that employees will retire, at the vesting percentage appli
cable at the date of determination.

or-market) retail inventory method, net markdowns are ex
cluded from the computation of the cost ratio and included
in the computation of the ending inventory at retail. Net
markdowns are excluded in order to approximate a lowerof-cost-or-market valuation. Excluding net markdowns from
the computation of the cost ratio reduces the cost ratio,
which in turn reduces the estimated cost of the ending
inventory.

c. Actuarial gains and losses directly related to the op
eration of a pension plan should be given effect in the
provision for pension cost in a consistent manner that reflects
the long-range nature of pension cost. Accordingly, they
should be allocated to current and future periods b \ using
the spreading or averaging method.

e. Products on consignment represent inventories owned
by Retail, Inc., which are physically transferred to The Mall
Space Company. Retail, Inc., retains title to the goods until
their sale by The Mall Space Company.
The goods consigned are still included by Retail, Inc.,
in the inventory section of its balance sheet. Retail, Inc.,
reclassifies the inventory from regular inventory to con
signed inventory. The Mall Space Company, on the other
hand, reports neither inventory nor a liability in its balance
sheet.

d. The following disclosures concerning pension plans
should be made in the company financial statements or
notes:
•
A statement that pension plans exist, identifying or
describing the employee groups covered.
•
A statement of the company accounting and funding
policies.
•
The provision for pension cost for the period.
•
The nature and effect of significant matters affecting
comparability for all periods presented, such as changes
in accounting methods, changes in circumstances, or
adoption or amendment of a plan.
For defined benefit pension plans, the company should
disclose for each complete set of financial statements the
following data as of the most recent benefit information date
for which the data are determinable and available:
•
The actuarial present value of vested accumulated plan
benefits.
•
The actuarial present value of nonvested accumulated
plan benefits.
•
The plans’ net assets available for benefits.
•
The assumed rates of return used in determining the
actuarial present values of vested and nonvested ac
cumulated plan benefits.
•
The date as of which the benefit information was
determined.

Answer 5 (10 points)
a. Normal cost is the annual cost assigned, under the
actuarial cost method in use, to years subsequent to a
particular valuation date.
b. Vested benefits are benefits that are not contingent on
the employee’s continuing in the service of the employer.
The actuarially computed value of vested benefits rep
resents the present value, at the date of determination, of
the sum of (a) the benefits expected to become payable to
former employees who have retired, or who have terminated
service with vested rights, at the date of determination; and
(b) the benefits, based on service rendered prior to the date
of determination, expected to become payable at future dates
to present employees, taking into account the probable time
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November 4, 1981; 1:30 to 6:00 P.M.

Answer 2 (10 points)

Answer 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

c
a
d
b
b
a
b
a
b
a

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

c
c
c
b
a
a
c
d
c
c

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

Answer 3 (10 points)
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

b
b
b
c
a
d
c
c
b
c

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.
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c
d
d
c
c
a
d
c
b
c

c
c
b
d
a
a
a
d
b
a

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

a
a
d
a
c
d
b
a
c
b
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Answer 4 (10 points)

3.
Grover Company
COMPUTATION OF INVENTORY FOR CLASS F
INVENTORY POOL UNDER LIFO METHOD
December 31, 1980

Part a.
1.
Grover Company
COMPUTATION OF INVENTORY FOR CLASS F
INVENTORY POOL UNDER LIFO METHOD
December 31, 1979

Units

Weighted
average
unit cost

Total
cost

Base year inventory—
1976
Incremental layer—
1977 (Portion)

9,000

$10.00

$ 90,000

2,000

11.00

22,000

Inventory, December
31, 1979 (Sched
ule 1)

11,000

Weighted
average
unit cost

Total
cost

9,000

$10.00

$ 90,000

Units
Base year inventory—
1976
Incremental layer—
1977 (Portion) (Part
a 1)
Incremental layer—
1980 (Schedule 2)

2,000

11.00

22,000

4,000

15.30

61,200

Inventory, December
31, 1980 (Sched
ule 3)

15,000

$173,200

$112,000
Schedule 2

Schedule 1
Average Unit Cost for Incremental Layer--1980
Computation o f Units in Inventory fo r Class F
Inventory Pool
Purchase of January 10, 1980
Purchase of May 15, 1980
Purchase of December 29, 1980

Units
Inventory, December 31, 1978
Add purchases during 1979 (4,800 + 7,200)

12,000

Inventory available for use
Deduct units used for production during 1979

26,000
15,000

Inventory, December 31, 1979

11,000

14,000

Totals

Units

Total cost

7,500
5,500
7,000

$108,750
85,250

20,000

$306,000

Average unit cost ($306,000
20,000)

112,000

$ 1 5 .3 0

Schedule 3
2.

Computation o f Units in Inventory fo r Class F
Inventory Pool

Grover Company
COMPUTATION OF COST OF CLASS F RAW
MATERIALS USED IN PRODUCTION
UNDER LIFO METHOD
For Year Ended December 31, 1979

From purchase of Sep
tember 1, 1979
From purchase of March
1, 1979
From incremental
layer— 1978
From incremental
layer— 1977 (Portion)
Used in production dur
ing 1979

Units

Unit
cost

Total
cost

7,200

$14.00

$100,800

4,800

13.50

64,800

2,000

12.50

25,000

1,000

11.00

11,000

15,000

Units

$201,600

64

11,000

Inventory, December 31, 1979 (Schedule 1)
Add purchases during 1980 (Schedule 2)

20,000

Inventory available for use
Deduct units used for production during 1980

31,000
16,000

Inventory, December 31, 1980

15,000

Accounting Practice— Part I
Holt, Inc.
JOURNAL ENTRY (2)
December 31, 1978

P art b.
Layne Corporation
ADJUSTMENTS TO INITIAL AMOUNTS
As o f December 31, 1980

Inventory

Accounts
payable

Net
sales

$1,750,000

$1,200,000

$8,500,000

1
2

NONE
50,000

3
4
5

20,000

NONE
50,000
NONE
NONE
NONE
NONE
60,000
4,000

Initial
amounts

Debit
Compensation expense
Deferred compensation cost
($160,000
2)
To record compensation expense
for 1978, based on write-off
of deferred compensation cost
over the stipulated two-year
period of service

Adjustments
Increase
(decrease)

7

26,000
25,000
30,000
NONE

8

2,000

6
Total adjust
ments
Adjusted
amounts

153,000

114,000

$1,903,000

$1,314,000

(35,000)
NONE
NONE
(40,000)
NONE
NONE
NONE
NONE

Common stock options
Deferred compensation cost
Compensation expense
To record termination of 2,000 op
tion shares held by employees
at date they resigned their po
sitions:
Option shares termi
nated
2,000
Compensation per
share
x ____ $8

(75,000)
$8,425,000

Common stock op
tions and deferred
compensation
Expensed year ended
December 31, 1978
($16,000 ÷ 2)

Holt, Inc.
JOURNAL ENTRY (1)
January 1, 1978

Common stock
options and de
ferred compen
sation cost

$80,000

Debit

P art a.

Deferred compensation cost
Common stock options
To record compensatory stock
options at grant date:
Compensation per
share ($33 —
$25)
$
8
Stock option
shares
x 20,000

$80,000

Holt, Inc.
JOURNAL ENTRY (3)
April 1, 1979

Answer 5 (10 points)

Debit

Credit

Deferred compensa
tion cost at April 1,
1979

Credit

$16,000
$8,000

8,000

$16,000

8,000

$ 8,000

Credit

$160,000

Holt, Inc.
JOURNAL ENTRY (4)
December 31, 1979

$160,000

Debit
Compensation expense
Deferred compensation cost
($160,000 - $80,000 $ 8 ,000)
To record compensation expense
for 1979 and write-off of re
maining deferred compensa
tion cost

$160,000
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Credit

$72,000

$72,000
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Holt, Inc.

Schedule 1

JOURNAL ENTRY (5)
March 31, 1980
Debit
Cash (12,000 x $25)
Common stock options (12,000

Weighted Average Number of Common
Shares Outstanding— 1980

Credit

$300,000

Dates
January 1—Au
gust 31
September 1, sold
additional
shares

96,000

X $8)

Common stock (12,000 x
$ 10)

$ 120,000

Additional paid-in capital
To record issuance of 12,000
shares of $10 par common
stock in exchange for
12,000 stock options and
cash of $25 per share

276,000

September 1—De
cember 31

Shares

Months
outstanding

Weighted
shares

300,000

X8

2,400,000

X4

1,344,000

36,000
336,000

Total share—
months
Weighted average
number of
shares out
standing

Holt, Inc.
December 31, 1980
(Not Required)

3,744,000
÷ 12

312,000

No entry for compensation expense for the stock options
is required for year ended December 31, 1980, because the
deferred compensation cost was properly expensed during
1978 and 1979.
Schedule 2

Part b.
1.

Common Stock Equivalents From Stock Options—
Treasury Stock Method
Shares

Mason Corporation

NUMBER OF SHARES FOR COMPUTATION OF
PRIMARY EARNINGS PER COMMON SHARE

Shares that would be issued upon exercise of
options
Cash proceeds that would be realized upon ex
ercise (30,000 shares x $22.50 (option
price) = $675,000)
Treasury shares that could be purchased
($675,000 ÷ $36 (average market price))*

For Year Ended December 31, 1980
Weighted average number of shares outstand
ing (Schedule 1)
Common stock equivalents
From stock options—dilutive (Schedule 2)
From warrants—antidilutive (Schedule 3)
Total number of shares for primary EPS com
putation

312,000
11,250
0

Dilutive common stock equivalents

30,000

18,750
11,250

* For purposes of computing fully diluted earnings per share, the $33
market price per share at December 31, 1980, is not used because it is
lower than the $36 average market price for 1980.

323,250
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3.
Mason Corporation
NUMBER OF SHARES FOR COMPUTATION OF
FULLY DILUTED EARNINGS
PER COMMON SHARE
For Year Ended December 31, 1980

Schedule 3
Common Stock Equivalents From Warrants—
Treasury Stock Method
Shares that would be issued upon exercise of
warrants
Cash proceeds that would be realized upon
exercise (20,000 shares x $38 (exercise
price) = $760,000)
Treasury shares that could be purchased
($760,000
$36 (average market price))*
Antidilutive common stock equivalents (not
included in EPS computations)

20,000

Weighted average number of shares outstand
ing (Schedule 1)
Common stock equivalents
From stock options—dilutive (Schedule 2)
From warrants—antidilutive (Schedule 3)
Shares assumed to be issued upon conversion
of convertible bonds ($1,000,000 ÷
$1,000 = 1,000 bonds x 40)

21,111
(1,111)

* For purposes of computing fully diluted earnings per share, the $33
market price per share at December 31, 1980, is not used because it is
lower than the $36 average market price for 1980.

Total number of shares for fully diluted EPS
computation

Mason Corporation
COMPUTATION OF PRIMARY EARNINGS
PER COMMON SHARE
For Year Ended December 31, 1980
Income:
Net income
Deduct dividends paid on preferred stock
(10,000 shares x $3)
Net income, adjusted
Number of shares (Part b 1)
Primary earnings per share ($720,000 ÷
323,250)

312,000
11,250
0

40,000
363,250

4.
Mason Corporation
COMPUTATION OF FULLY DILUTED EARNINGS
PER COMMON SHARE
For Year Ended December 31, 1980
Income:
Net income
Deduct dividends paid on preferred stock
(10,000 shares x $3)

$750,000
30,000
$720,000

$750,000
30,000
720,000

Add interest expense (net of income tax
effect) on convertible bonds
($1,000,000 X 8% = $80,000 x
.60 (1.00 — .40 tax rate))

323,250
$2.23

Net income, adjusted
Number of shares (Part b 3)
Fully diluted earnings per share ($768,000÷
363,250)
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48,000
$768,000
363,250
$2.11

ACCOUNTING PRACTICE—PART II

November 5, 1981; 1:30 to 6:00 P.M.

Answer 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

b
c
c
b
c
b
c
d
c
c

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

Answer 2 (10 points)
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

b
a
b
c
d
b
d
c
d
a

Answer 3 (10 points)
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

b
b
b
a
b
c
b
a
c
c
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b
b
c
c
a
a
a
b
a
a

d
c
b
b
c
a
d
b
c
c

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

b
c
c
c
a
d
c
c
b
c

Accounting Practice— Part II
Schedule 2

Answer 4 (10 points)

Materials Usage Variance
Armando Corporation
COMPUTATION OF VARIABLE AND
FIXED FACTORY OVERHEAD PER UNIT
Factory overhead per unit
Variable ($30 x 2/3)
$ 20.00
Fixed ($30 x 1/3)
10.00
a.

Total

Actual quantity used at standard cost (9,500
X $1.35)
Standard quantity allowed (500 units x 20
yards) at standard cost (10,000 x $1.35)

$12,825
13,500
$

Materials usage variance—favorable
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$ 30.00
Schedule 3
Labor Rate Variance

Schedule I
Computation o f Variable Factory
Overhead Rate Per Direct Labor Hour
Variable factory overhead per unit
Direct labor hours per unit

$20.00
4

$

Actual hours at actual rate (2,100 x $9.15)
Actual hours at standard rate (2,100 x $9.00)

$19,215
18,900

Labor rate variance—unfavorable

$

315

5.00
Schedule 4
Labor Efficiency Variance

Schedule 2
Computation o f Total Fixed
Factory Overhead
Direct labor hours (2,400)
X Fixed factory overhead rate per direct
labor hour ($10.00
4 hours)

Actual hours at standard rate (2,100 x $9.00)
Standard hours allowed (500 units x 4) at
standard rate (2,000 x $9.00)

$18,900

Labor efficiency variance—unfavorable

$

18,000
900

$ 6,000
Schedule 5

b.

Controllable Factory
Overhead Variance

COMPUTATION OF VARIANCES
Month Ended July 31, 1981

Actual total factory overhead
Budgeted factory overhead at stand
ard hours
Fixed
Variable (500 units X 4 hours
X $5.00)

Schedule I
Materials Price Variance
Based on Purchases
Direct materials actually purchased (18,000
X $1.38)
Standard cost of above (18,000 x $1.35)

$24,840
24,300

Materials price variance—unfavorable

$

$16,650

$ 6,000
10,000

Controllable factory overhead
variance—unfavorable

16,000
$

650

540
Schedule 6
Capacity (Volume) Factory
Overhead Variance
Budgeted factory overhead at standard hours
Applied total factory overhead
Hours allowed—2,000 x $7.50 (5/6 x
$9.00)
Capacity factory overhead variance—unfavor
able
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$16,000

15,000
$ 1,000
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Answer 5 (10 points)

Debit
5.

1.

2.

3.

4.

Judbury City
GENERAL FUND
JOURNAL ENTRIES
July 1, 1980 to June 30, 1981
Debit
Estimated revenues—
Property taxes
$4,500,000
Estimated revenues—
Licenses and per
mits
300,000
Estimated revenues—
Fines
200,000
Appropriations—
General govern
ment
Appropriations—Po
lice services
Appropriations—Fire
department serv
ices
Appropriations—Pub
lic works services
Appropriations—Fire
engines
Fund balance— Unre
served
Property taxes receiva
ble
4,650,000
Allowance for uncol
lectible property
taxes
Revenues—Property
taxes
Cash
3,900,000
Property taxes receiv
able
Delinquent property
taxes receivable
630,000
Allowance for uncollec
tible property taxes
150,000
Property taxes receiv
able
Allowance for uncol
lectible delinquent
property taxes
Cash
300,000
Notes payable

Credit
6.

$1,500,000
1,200,000

900,000
800,000
400,000
200,000

150,000
4,500,000
7.
3,900,000

630,000

8.

150,000
300,000
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Cash
Revenues—Licenses
and permits
Revenues—Fines
Revenues— Sale of
fixed assets
Encumbrances—Gen
eral government
Encumbrances—Police
services
Encumbrances—Fire
department serv
ices
Encumbrances—Public
works services
Encumbrances—Fire
engines
Fund balance—Re
served for encum
brances
Fund balance—Re
served for encum
brances
Encumbrances—Gen
eral government
Encumbrances—Po
lice services
Encumbrances—Fire
department serv
ices
Encumbrances—Pub
lic works services
Encumbrances—Fire
engines
Expenditures—General
government
Expenditures—Police
services
Expenditures—Fire de
partment services
Expenditures—Public
works services
Expenditures—Fire en
gines
Vouchers payable
Vouchers payable
Cash

Credit

485,000
270,000
200,000

15,000
1,050,000
300,000

150,000
250,000
400,000

2,150,000

2,035,000
990,000
270,000

135,000
240,000
400,000
1,440,000
1, 155,000
870,000
700,000
400,000
4 ,565,000
4 ,600,000
4 ,600,000

AUDITING

November 5, 1981; 8:30 A.M. to 12:00 M.

Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

c
c
d
d
a
b
c
d
d
d
b
c
d
d
c

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.

d
c
d
c
d
b
a
b
a
d
b
c
a
b
d
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d
b
b
c
b
a
c
c
a
b
d
a
d
d
a

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

c
a
d
b
b
b
c
d
b
d
a
a
a
a
a

Examination Answers— November 1981
Answer 2 (10 points)

bill of lading, there is a compensating control over quantities
of sheetmetal received. This compensating control is the
independent verification of weights received and date of
receipt, which are provided in the bill of lading. However,
sheetmetal with unacceptable quality specifications may still
be received and accepted.
Receipt o f screws. Since the receiving clerk weighs the
screws upon receipt and the weight is converted to units,
control over quantities received is adequate. Furthermore,
screws of an unacceptable specification may be expected
to be detected during the weighing and inspecting process.
Receipt o f camera lenses. Because there are no controls
that compensate for the weakness in checking actual receipt
of camera lenses, there is inadequate control over the quan
tity and quality of lenses received.

a. The types of information, aside from premium infor
mation, that would ordinarily be included in an insurance
schedule are as follows:
Name of insurance companies
Insurance policy numbers
Type of insurance coverage
Amount of coverage
Time periods that are covered
Coinsurance percentages
Unusual riders or specified obligations
b. The basic audit procedures that Robbins should perform
in examining the client-prepared insurance schedule are as
follows;
Analytically review insurance.
Ascertain whether all major assets and all major risks
are covered by insurance.
Compare current values of assets with insured values.
Confirm that insurance is in force.
Vouch information on the insurance schedule to in
surance policies.
Vouch amount of premiums to client records.
Foot appropriate columns in the insurance schedule.
Reconcile prepaid insurance and insurance expense per
insurance schedule to the balances in the client’s general
ledger account.
Ascertain whether management periodically reviews
the insurance coverage.

b. Inventory may be overstated and the cost of merchan
dise sold and income may be misstated because additions
to inventory may be based on suppliers’ invoices, which
may include nonusable items or items that were not received.
Further, because the company may have erroneously accrued
the cost of nonusable items or items not received, accounts
payable may be overstated.

Answer 4 (10 points)
a. The primary internal control objectives in separating
the programming and operating functions are achieved by
preventing programmer access to the computer (except dur
ing designated testing periods) or to input or output docu
ments and by preventing operator access to operating pro
grams and operating program documentation, or by
preventing operators from writing or changing programs.

Answer 3 (10 points)
a. The adequacy of internal control is questionable when
ever quantities are not blocked out on the copy of the
purchase order that is sent to the receiving department,
because this practice may cause the receiving clerk to bypass
the counting and inspection procedures. The receiving clerk
may only compare the purchase order and packing slip (or
other document accompanying the shipment) and prepare
a receiving report based on these documents. As a result
of this weakness, incorrect quantities of merchandise or
inferior quality merchandise may be received and accepted.
However, in the case of Dunbar Manufacturing, Inc., in
certain areas there are compensating controls.
Receipt o f sheetmetal. Although the receiving clerk
may only compare quantities on the purchase order and the

b. Johnson is likely to find the following mitigating con
trols that are particularly important and that should exist
when the programming and operating functions are not
separated;
Joint operation by two or more operators
Rotation of operator duties
Use of a computer activity log book
Comparison of computer times to an average or norm
Investigation of all excess computer time (errors)
Adequate supervision of all EDP operations
Periodic comparison of program code value to a control
value
Periodic comparison of all programs with control copies
Required vacations for all employees
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b. The opinion paragraph should contain a reference to
the separate paragraph and state that the financial statements
do not present fairly the financial position, results of op
erations, and changes in financial position. No reference to
consistency should be made in the opinion paragraph. It
should be worded as follows:
In our opinion, because of the effects of the matters
discussed in the preceding paragraph, the financial
statements referred to above do not present fairly, in
conformity with generally accepted accounting prin
ciples, the financial position of Sturdy Corporation as
of December 31, 1980, or the results of its operations
and changes in its financial position for the year then
ended.

Answer 5 (10 points)
a. A separate (middle) paragraph should set forth reasons
for the expression of an adverse opinion and the principal
effects of the subject matter of the adverse opinion. The
separate paragraph should state the following, providing
dollar amounts where practicable:
•
The company carries its building accounts at appraisal
values and provides for depreciation on the basis of
such values.
•
Buildings, accumulated depreciation, and equity (at
tributed to appraisals) are overstated.
•
Net income is understated.
•
Depreciation expense is overstated.
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BUSINESS LAW
(Commercial Law)

November 6, 1981; 8:30 A.M. to 12:00 M.

Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

b
c
c
d
c
c
c
b
d
c
a
a
d
d
a

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

d
d
b
d
d
b
c
d
c
d
b
d
d
d
a

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.
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a
c
a
b
b
a
c
b
a
d
c
a
a
c
b

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

d
b
d
b
a
d
a
b
d
a
b
c
b
c
c

Business Law
Answer 2 (10 points)

Part b.

Part a.

Yes. Problems are posed for Haskell Corporation because
it is engaged in the offering and sale of its securities in
interstate commerce. Therefore, under the Securities Act
of 1933, it must file a registration statement, have it become
effective, and supply a prospectus to the employees to whom
stock is offered.
A claim of exemption as a private placement would
fail for several reasons. First, among a great number of the
employees, the quality of the investor’s financial knowledge
would undoubtedly be quite low, and their employee rela
tionship to Haskell would likely be such that they would
not have access to the kind of information a registration
would disclose. These are the very individuals that the act
seeks to protect. Second, the number of individuals involved
is so large that the offering cannot be considered nonpublic.
If Haskell does not comply with the registration and
prospectus requirements, the SEC could obtain an injunction
prohibiting such offers and sales. The possibility of damages
is also present. In addition, purchasers of the Haskell stock
could later seek rescission or damages based on noncom
pliance with the act’s requirements.

1. The Securities and Exchange Commission has ruled
that a merger such as this one constitutes a “ sale.” There
fore, this merger must satisfy the requirements of the Se
curities Act of 1933. Accordingly, absent some possible
exemption or exclusion, the securities must be registered
and a prospectus must be distributed by Diversified to the
Cardinal shareholders.
Also a possible danger, albeit a remote one, is that the
merger may violate the provisions of section 7 of the Clayton
Act. Although the two corporations do not compete and
Cardinal is not a customer of Diversified’s, the act applies
not only to vertical or horizontal mergers but also to con
glomerate mergers such as this one. The Justice Depart
ment’s guidelines should be examined, and if there is any
doubt about the validity of the acquisition from an antitrust
standpoint, a ruling from the Justice Department should be
sought.
2. Since this is to be a statutory merger pursuant to state
law, the provisions of the appropriate statute, the Model
Business Corporation Act, must be strictly complied with
as well as any additional state law requirements. The steps
to be followed by Diversified and Cardinal are as follows:
•
The representatives of the two corporations must agree
on a formal plan of merger. The plan containing the
details of the merger must then be submitted to the
board of directors in the form of a resolution and be
approved by both boards.
•
After approval of the plan of merger, the board, by
resolution, directs that the plan be submitted to a vote
at a meeting of shareholders.
•
Due notice of the meeting, including a copy or summary
of the plan, should be given to the shareholders. At
each corporation’s meeting, a vote of the shareholders
must be taken on the proposed plan. The plan or merger
must be approved upon the affirmative vote of a ma
jority of the shareholders of each corporation.
•
Upon such approval by the respective shareholders,
articles of merger are executed by the president or a
vice president and the secretary of each corporation
and then verified by one of the officers signing. The
articles, along with the appropriate fees and taxes, must
then be filed with the secretary of state, who will then
issue a certificate of merger if the articles conform to
law.
•
Diversified need not amend its corporate charter to
reflect the new class of preferred stock to be used in
the merger. The act provides that, “ In the case of a
merger, the articles of the surviving corporation shall
be deemed to be amended to the extent, if any, that
changes in the articles of incorporation are stated in
the plan of merger.”

Answer 3 (10 points)
Part a.
1. No. Although the normal or typical audit may very
well detect defalcations, an auditor’s duty to detect fraud
is limited to that which can be detected in the course of a
GAAS audit. Nor does the engagement encompass taking
the additional steps necessary that might detect a defalcation,
unless this is specifically agreed. The engagement in the
instant case in no way indicated that it was intended to
discover defalcations. Even if McCoy had told Donovan of
the anonymous letter, it is doubtful that liability would
attach unless there was a negligently performed audit or a
specific engagement to detect defalcations that was not
properly performed. The fact that McCoy thought the usual
audit would automatically include procedures to specifically
detect defalcations would not affect the outcome of the case
in the absence of additional facts— for example, if Donovan
knew of McCoy’s belief. Even assuming negligence on
Donovan’s part, recovery by McCoy Forging would be
limited to the amount of damages caused by the negligent
failure to discover the defalcation. In effect, recovery would
be limited to defalcations subsequent to the audit.
2. Yes. The facts raise the question of whether or not
McCoy acted as a reasonably prudent person in light of the
circumstances. The theory applicable is negligence. McCoy
owed the corporation a duty of due care in the performance
of his duties as chief executive officer of McCoy Forging.
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Either the corporation or a shareholder suing derivatively
could proceed against McCoy under the negligence theory
for failing to disclose the letter and take appropriate action.

not hope to have the petition dismissed on the grounds of
solvency.

Part b.
Part b.
Adventure Mortgage Company is correct in its assertion.
Adventure had no actual or constructive notice of the fraud.
It has a valid second mortgage that was properly filed and
recorded prior to the closing. Vance Manufacturing, Inc.,
had constructive notice of the mortgage as a result of the
filing and took title to the property subject to the Adventure
mortgage. Vance must either pay Adventure or be subject
to a foreclosure action.
Although Vance stands to lose $10,000 with respect
to Adventure’s claim, it is likely that Vance can recover the
loss from its attorney, based on an action for negligence.
The attorney’s final examination of the title prior to closing
was clearly inadequate. It was made at a time that was too
far in advance of the closing to provide the protection
needed. Final examination of title is generally made im
mediately prior to closing.
Of course, Vance would have a cause of action against
Lauer based on deceit (fraud), although recovery seems
unlikely. Vance’s attorney, assuming he is liable as a result
of a finding that he was negligent, would be subrogated to
the rights of his client and entitled to recover from Lauer
for deceit.

No. A CPA who engages in a defalcation audit is not an
insurer. Liability, if any, must be predicated on fault based
on the failure to exercise the care of a reasonable person
under the circumstances and in accordance with the special
skill or training of that person. As indicated, recovery for
negligence is predicated on fault and, consequently, where
there is a defalcation that cannot be discovered even with
the exercise of the special care required in the performance
of a defalcation audit, there is no liability. This certainly
appears to be the case here. Furthermore, the difficulty of
detection of the particular scheme is evidenced by the failure
of the internal audit to detect anything and by the failure
of the company to detect anything until Schultz was caught
in the act, even though the company had continuous control
of the inventory.
Finally, the excellence of the copies, the near impos
sibility of detection by physical examination except by an
expert, and the identical repackaging, all seem to indicate
that the defalcation was such that it would not have been
detected even by a carefully and competently executed
defalcation audit.

Answer 4 (10 points)
Part a.

Answer 5 (10 points)

1. Under the Bankruptcy Reform Act of 1978, an invol
untary petition may be filed by three or more creditors
having claims aggregating $5,000 more than the value of
any liens securing the claims. In the event there are fewer
than 12 creditors, one or more creditors with claims of
$5,000 or more can file. The facts indicate that Barry has
$12,500 in overdue debts. It would appear likely that these
requirements could be met and an involuntary petition could
be validly filed. The act permits the involuntary debtor to
file an answer to the petition.

Part a.
1. The transaction is a bulk sale as described in article
6, Bulk Transfers, of the Uniform Commercial Code, be
cause the seller’s entire inventory is being sold in other than
the ordinary course of business.
2. The Uniform Commercial Code provides that the fol
lowing procedures must be followed for a bulk transfer to
be valid and effective against any creditor:
•
The transferee (bulk purchaser) must require the trans
feror to furnish a list of his existing creditors and
amounts due.
•
The parties must prepare a schedule of the property
transferred sufficient to identify it.
•
At least 10 days prior to taking possession or paying
for the goods, the transferee must give notice to the
creditors.
The bulk sale provisions are aimed at preventing two
types of wrongful sales by a dishonest, financially distressed
merchant. The merchant either sells in bulk at unrealistically
low prices to a favored buyer and his creditors receive very
little, or he sells and disappears with the proceeds.

2. No. Under the 1978 act, the principal defense available
to an involuntary debtor would still be solvency. However,
the defense of solvency in the bankruptcy sense (essentially
a balance sheet approach) has been rejected when an in
voluntary liquidation is sought. Instead, the act has adopted
a modified or expanded version of insolvency in the equity
sense. A debtor is insolvent if he is generally not paying
debts as they become due. In addition, a debtor is insolvent
if within 120 days before the date of the filing of the petition
a custodian was appointed or took possession of the debtor’s
property. Barry, of course, appears to be squarely within
the scope of the first part of this test. Realistically, he could
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of fitness for the purpose indicated is a better theory upon
which to proceed. She clearly made her needs or purposes
known to Golden, who nodded and smiled in apparent
agreement. Thus, Maxwell has a wide variety of warranties
to which she may resort in seeking recovery.
There are two arguments that Ultraclear would make
in defense and that are alluded to in the final paragraph of
the facts. First, they made no warranty as a result of the
advertising. This they would claim to be merely either
opinion or puffing. They would couple this with the fact
that they didn’t use the term warrant or guarantee. However,
the UCC does not require the use of such words to create
a warranty, and the statement “ Listen to Radio Moscow’’
is a statement of fact or promise and not mere puffing or
opinion.
Next, Ultraclear would rely upon its oral disclaimer
as a defense. Although Ultraclear purported to negate any
implied warranty protection, this argument would fail be
cause it is inapplicable insofar as the express warranties
discussed above are concerned. The oral disclaimer is also
ineffective with respect to the implied warranty of mer
chantability, since the code requires that any such disclaimer
specifically mention the word merchantability. To exclude
the warranty of fitness, the code also requires that the
exclusion be in writing and be conspicuous.
Since there are several warranties that have been made
or implied and that have been breached by Ultraclear, and,
since its defenses will be of no avail, Maxwell should win
her case for rescission.

3. Yes, with respect to the inventory; no, with respect to
the list of creditors. A full and accurate description of the
inventory is the responsibility of the parties; hence, the
examination of the seller’s inventory schedules was required.
The preparation of the list of creditors is exclusively the
responsibility of the bulk transferor. The purchaser is not
required to incur the cost to verify the accuracy of the list
of creditors and has the right to rely upon it unless he knows
otherwise.

Part b.
Maxwell will prevail. As a result of advertising placed in
the window and at the display counter, she may rely upon
an express warranty of fitness of the radio’s capability of
receiving adequate reception of radio broadcasts. This would
be characterized as a written express warranty, as many
recent cases have held written advertising statements about
the product in question to be. Next, Maxwell could claim
that an oral express warranty was given by Golden, al
though this would appear to be a rather weak argument in
regard to both the facts and the law. Maxwell’s recovery
also can be based upon the implied warranty protection of
the Uniform Commercial Code. First, she could assert that
a shortwave radio intended to receive transmissions from
throughout the world was not of merchantable quality (fair
and average) if it was incapable of receiving clear trans
missions from the Soviet Union. Although this may be a
plausible argument, it is obvious that the implied warranty
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(Theory of Accounts)

November 6, 1981; 1:30 to 5:00 P.M.

Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.

a
a
a
b
b
d
d
c
d
d
b
c
a
a
a

16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.

d
a
a
c
a
b
c
b
b
a
d
d
a
a
d
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a
a
c
b
b
b
a
d
a
a
d
b
a
c
d

46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

c
b
b
d
b
a
c
d
a
b
c
b
d
c
d

Accounting Theory
Because the legislative body enacts the budget into
law, the budget is recorded in the accounts of a governmental
unit. This enables a governmental unit to show legal com
pliance with the budget by providing an accounting system
that measures actual expenditures and obligations against
amounts appropriated, and actual revenues against estimated
revenues. Appropriations enacted into law constitute max
imum expenditure authorizations during the fiscal year, and
they cannot legally be exceeded unless subsequently
amended by the legislative body.

Answer 2 (10 points)
a. A change from the sum-of-the-years-digits depreciation
method to the straight-line method for fixed assets is a
change in accounting principle. The concept of consistency
presumes that an accounting principle, once adopted, should
not be changed in accounting for events and transactions
of a similar type. A change is permissible only if the
enterprise justifies the preferability of an alternative ac
ceptable accounting principle.

b.

As the new fiscal year begins, the budget, already
enacted into law by the legislative body, is recorded. Budg
etary accounts are set up to record the estimated revenues
and appropriations in the fund accounts by debiting estimated
revenues and crediting appropriations. If there is a difference
between estimated revenues and appropriations, the excess
or deficit is credited or debited, respectively, to fund balance.
In addition, subsidiary ledger accounts are maintained for
estimated revenues by source and for appropriation/expenditure items.
At the end of the fiscal year, the estimated revenues
balance and the appropriations balance are closed out to
fund balance.

b. When pro forma disclosure is required for an accounting
change, the pro forma amounts will include both the direct
effects of the change and the nondiscretionary adjustments
in items based on income before taxes or net income, such
as profit-sharing expense and certain royalties, that would
have been recognized if the newly adopted accounting prin
ciple had been followed in prior periods. Related income
tax effects should be recognized for both direct effects of
the change and nondiscretionary adjustments.

c.

If a public company obtained additional information
about the service lives of some of its fixed assets showing
that the service lives previously used should be shortened,
such a change would be a change in accounting estimate.
The change in accounting estimate should be accounted for
in the year of change and future years since the change
affects both. Specifically, the operating item, depreciation
expense, would be increased. In addition, the effect on
income before extraordinary items, net income, and related
per-share amounts of the current period should be disclosed.

Answer 4 (10 points)
Part a.
1. Whit Company should allocate the purchase price to
the assets acquired and liabilities assumed. First, all iden
tifiable assets acquired, either individually or by type, and
liabilities assumed in the business combination, whether or
not shown in the financial statements of Berry Company,
should be assigned a portion of the cost of Berry Company,
normally equal to their fair values at the date of acquisition.
Goodwill is determined as the excess of the purchase
price over the sum of the amounts assigned to identifiable
assets acquired less liabilities assumed.

d.

Changing specific subsidiaries comprising the group
of companies for which consolidated financial statements
are presented is an example of a change in the reporting
entity (a special type of change in accounting principle).
Such a change requires that the consolidated income state
ments be restated to reflect the different reporting entity.

2. In deciding upon consolidation policy, the aim should
be to make the financial presentation that is most meaningful
in the circumstances. Berry Company should be included
in the entity’s consolidated financial statements from the
date of the purchase.
The usual condition for consolidation is control as
evidenced by ownership of a majority voting interest. There
fore, as a general rule, ownership by one company, directly
or indirectly, of over fifty percent of the outstanding voting
shares of another company is a condition pointing toward
consolidation.

Answer 3 (10 points)
a.

A governmental accounting system must make it pos
sible to
•
Present fairly and with full disclosure, in conformity
with generally accepted accounting principles, the fi
nancial position and results of financial operations of
the funds and account groups of the governmental unit.
•
Determine and demonstrate compliance with financerelated legal and contractual provisions.
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4.

The present value of the minimum lease payments at
the beginning of the lease term—excluding that portion
of the payments representing executory costs such as
insurance, maintenance, and taxes to be paid by Lam
bert Company, including any profit thereon—equals
or exceeds 90 percent of the amount by which the fair
value of the equipment leased to Lambert Company
at the inception of the lease exceeds any related in
vestment tax credit that the Lambert Company retains
and expects to realize.
The criteria in items 3 and 4 do not apply if the
beginning of the lease term falls within the last 25 percent
of the total estimated economic life of the leased equipment,
including earlier years of use.

Part b.
1. The expenses related to effecting the business com
bination should be deducted in determining net income of
the combined company for the period in which the expenses
were incurred. Because the pooling-of-interests method re
cords neither the acquiring of assets nor the obtaining of
capital, expenses related to effecting a business combination
accounted for as a pooling of interests are expenses of the
combined company rather than additions to assets or direct
reductions of stockholders’ equity.
2. The results of operations for the year in which the
business combination occurs should include the combined
results of the separate companies from the beginning of the
year to the date the combination is consummated and those
of the combined operations from that date to the end of the
year. This reporting is appropriate because in a pooling of
interests two companies come together to form one company
as though they had always been together.

b. Lambert Company has entered into a sales-type lease
or direct financing lease if at its inception the lease meets
one or more of the criteria listed in a., above, and in
addition, meets both of the following criteria:
1. The collectibility of the minimum lease payments is
reasonably predictable.
2. No important uncertainties surround the amount of
unreimbursable costs yet to be incurred by the Lambert
Company under the lease.

Answer 5 (10 points)
c.

In a sales-type lease, manufacturer’s or dealer’s profit
is recognized and represents the excess of the fair value of
the leased property over the cost at the inception of the
lease.
In a direct financing lease, the cost and the fair value
of the leased property are the same at the inception of the
lease. Thus, the lessor has no manufacturer’s or dealer’s
profit; instead, the lessor has only interest income that will
be earned over the life of the lease.

a.

Doherty Company has entered into a capital lease if
at its inception the lease meets one or more of the following
criteria:
1. The lease transfers ownership of the equipment to
Doherty Company by the end of the lease term.
2. The lease contains a bargain purchase option.
3. The lease term is equal to 75 percent or more of the
estimated economic life of the leased equipment.
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A

Accrual accounting
Journal entry to set up allowance for doubtful accounts
(M80PI-4)
2

Accountant’s legal liability
Audit
Circumstances under which stockholder might hold (under Securities
Exchange Act o f 1934) auditors liable for not discovering and
disclosing embezzlement that bankrupted company
(N80L-4)
38
Defenses against suit by investor, who sustained loss, concerning
minor misleading facts in financial statements and minor
irregularities in audit
(N80L-4)
39
Financial statements misleading (as result o f containing minor
misleading facts) would be basis of investor’s claim for loss
under Securities Act o f 1933
(N80L-4)
38
In accord with GAAS does not leave auditor liable for not discovering
clever defalcation plan
(N81L-3)
75
Negligence
(N80L-4)
39
Auditor in full-fledged defalcation audit did not discover defalcation and
is not liable where conducted careful and competent defalcation
audit
(N 81L-3)
76

Additional paid-in capital
S e e Stock
Stockholders’ equity
Adjustments (schedule) to inventory, accounts payable, and net
sales
(N81PI-4)
65
Agency
Consignment
Consignor cannot recover his goods from assignee of insolvent,
because he did not give notice of consignment to creditors of
consignee
(M81L-3)
57
Requirements to perfect
(M81L-3)
57
Irrevocable when coupled with an interest
(M80L-5)
19
AICPA Code of Professional Ethics
Independence
Implementation of EDP information and control system
(M80A-2)
14
Sec. 101.04
(M80A-2)
14
Sec. 191.109-191.114
(M80A-2)
14
Sec. 291.015-291.018
(M80A-2)
14

Accountant’s report
S e e Auditor’s report
Accounting changes
Change in accounting principle
Depreciation method change
(N81T-2)
79
Describe and how reported in income statement in period of
change
(M80T-4)
23
Permissibility
(N81T-2)
79
Change in estimate
Describe and how reported on income statement in period of
change
(M80T-4)
23
How reported in year o f change and disclosures necessary
(N81T-2)
79
Change in reporting entity
Describe, how reported, and give example
(M81T-4)
Requires consolidated income statements be restated
(N81T-2)
79
Correction of an error
(M80PI-4)
2
Pro forma disclosure (when required) amount determination
(N81T-2)
79

AICPA rules of conduct
S e e AICPA Code of Professional Ethics
Allowance for doubtful accounts
Journal entry (and analysis of account) to set up allowance for doubtful
accounts
(M80PI-4)
2
Analytical review procedures
Substantive tests
(M80A-4)

Antitrust
Meeting competition defense not available
(N80L-2)
37
Merger implications
(N81L-2)
75
Price discrimination by distributor to one retail company to meet
(N80L-2)
37
competition is a violation

23

APB Opinions
(M81T-5)
No. 8
(M81PI-4)
No. 9
(N80T-4)
No. 12
(N80T-4)
No. 14
(N81PI-5)
No. 15
No. 16
(N80PI-5)
(M81PI-4)
No. 18
(M80PI-4)
No. 20
(M80PI-4)
No. 21
(N81PI-5)
No. 25
(N80T-4)
No. 26
No. 29
(M80PI-4)

Accounting Principles Board
S e e APB Opinions
Accounting Research Bulletins
S e e ARBs
Accounts payable
Adjustments schedule

(N81P1-4)

1 4 -1 5

65

Accounts receivable
S e e Allowance for doubtful accounts

97

62
44
42
42
66
27,
45
2,
3,
65
42
3,

(N81T-4)

79

(M80T-4)
(M81PI-4)

23
44

(N80T-2)

41

Index
ARBs
No.
No.
No.
No.
No.

43, Ch. 7
(M80PI-5)
43, Ch. 8
(M80PI-5)
43, Ch. 11
(N80PI-4)
45
(N80PI-4)
26,
51
(N81T-4)
79

4,
3

(N80T-5)

26
(N80T-3)

Breakeven point
S e e a ls o CVP analysis
Definition and how computed

42

61

Budgets

41

S e e a ls o CVP analysis

Capital budgeting
When and how recorded and closed

Auditor’s legal liability
S e e Accountant’s legal liability— Audit

79

c
Capital budgeting
S e e a ls o Quantitative methods— present value
Pay-back period
(M81T-2)
61
Techniques other than payback period
(M81T-2)

Audit procedures
S e e a ls o Analytical review procedures
Internal control
S e e Internal control
Inventory, unobserved at opening
(M81A-5)
55
Payroll
Examination o f computer service center generated payroll
register
(N80A-5)
35
Verification o f data inserted on preprinted computer service center
input form
(N80A-5)
35
Subsequent events
Procedures to ascertain occurrence
(M 81A-2)
53

61

Capital stock
S ee Stock
Cash flow
S e e Capital budgeting
Clayton Act

(N81L-2)

75

Commercial paper
Negotiable instruments
Forged check
Bank has paid forged check of depositor and cannot recover from
party who received payment in good faith
(M81L-2)
57
Depositor must discover and report within one year for bank to
credit his account
(M81L-2)
57
Forged signature of payee or indorser on check
Bank has paid, and can recover from party collecting
(M81L-2)
57
Depositor allowed 3 years to discover and have account credited,
but must report promptly upon discovery
(M81L-2)
57
Holder in due course
(M81L-2)
57

B
Bad debts
S e e Allowance for doubtful accounts
Bankruptcy
Involuntary petition
Insolvent by not generally paying debts as become due and, even
though solvent in bankruptcy sense, could not get petition
dismissed
(N81L-4)
76
Requirements for creditor or creditors to file and are they satisfied in
given situation
(N81L-4)
76
Preferential transfers that permit setting aside a creditor’s security
interest
(N80L-3)
38
Purchase money security interest filed within 10 days is valid
(N80L-3)
37
(N80L-3)
76

(N81T-3)

Business combinations
S e e a ls o Consolidated financial statements
Consolidated balance sheet worksheet
(M80PII-3)
7 -8
Pooling of interests
How and why operations reported for year of combination
(N81T-4)
80
How related expenses handled, and why
(N81T-4)
80
Purchase
(N81T-4)
79

Auditor’s report
Cash (income tax) basis
(N80A-2)
34
Deficiencies in given report constituting departures from GAAS
(M81A-3)
53
Income tax (cash) basis
(N80A-2)
34
Litigation
(N80A-2)
34
Middle paragraph
Reasons for adverse opinion and principal effects of the subject matter
of the reasons
(N81A-5)
73
Opinion
Adverse
(N81A-5)
73
“ Present fairly . . . conform . . . GAAP . . . consistent’’
assurances
(N80A-3)
34

Bankruptcy Reform Act of 1978
(N80L-3)
38,
(N81L-4)

(M81T-2)

Compensation expense
S e e Stock options
Consignment
S e e Inventory
Consolidated financial statements
S e e a ls o Business combinations
Pooling o f interests
Balance sheet worksheet on date of acquisition
(N80PI-5)
27
Retained earnings on date o f acquisition
(N80PI-5)

37,

Bonds payable
S e e a ls o Early extinguishment of debt
Contrast serial and term (straight) bonds
(N80T-4)
42
Detachable stock purchase warrants
(N80T-4)
42
Entry for sale between interest dates at discount, effect on amortization
and determination o f amounts discussion
(N80T-4)
42
Premium amortization
(N80T-4)
42
Retirement
S e e Early extinguishment of debt

27

Contingencies
Loss
Accrued and charged to income if probable and reasonably
estimable
(N80T-3)
41
Disclosure requirements when need not be accrued and charged to
income
(N80T-3)
41
Contracts
Offer
Acceptance of offer arriving before counteroffer creates
contract
(N80L-5)
39

Breakeven analysis
S e e CVP analysis

98

Index
Contracts
Offer (c o n t.)
Counteroffer does not destroy offer until received
(N80L-5)
39
May be revoked at any time prior to acceptance
(N80L-5)
39
To enter into unilateral contract requiring an act as exclusive means of
acceptance, and promise to perform ineffectual
(N80L-5)
39
Property
Offeror cannot impose silence upon other party as acceptance with
narrow exceptions
(M80L-3)
18
Sale o f a business
(M80L-3)
18
Sales
Consignment
(M80L-4)
18

Dividends
Cash

Early extinguishment o f debt
Gain or loss on income statement, as extraordinary item if
material
(N80T-4)
42
Earnings per share
Contrast primary and fully diluted
Antidilutive securities effect
(M80T-2)
22
Common stock equivalents effect on number of shares
(M80T-2)
22
Convertible securities not common stock equivalents effect on number
of shares
(M80T-2)
22
Fully diluted
Computation
(N 81PI-5)
67
Number o f shares used in computation, involving stock options,
antidilutive warrants, sale of stock, and convertible bonds
(N81PI-5)
67
Primary
Computation
(N81PI-5)
67
Number of shares used in computation, involving stock options,
antidilutive warrants, and sale of stock
(N81PI-5)
66

Cost accounting
Breakeven
S e e Breakeven point
Direct materials
(N81PI-4)
64
Indirect manufacturing costs
Describe indirect materials and give example
(M80T-5)
24
Fixed
(M80T-5)
24
Indirect labor
(M80T-5)
24
Indirect materials
(M80T-5)
24
Semivariable
(M80T-5)
24
Variable
(M80T-5)
24
Job order
50
Standard cost of three lots
(M 81PII-5)
(N80PII-3)
29
Statement of cost of goods manufactured
Overhead
Fixed total based on normal activity
(N81PII-4)
69
Variable rate per direct labor hour
(N81PII-4)
69
Process costing
Cost o f production report for two departments
(M80PII-5)
11- 12
Describe difference between units completed and equivalent units
when no beginning inventory and partially completed ending
inventory
(M80T-5)
23
Describe difference in units placed in production and equivalent units
where no beginning inventory and partially completed ending
inventory
(M80T-5)
23
Equivalent units used for computation o f cost o f ending work in
process inventory description
(M80T-5)
24
Weighted average
(N80PII-3)
29
24
Semivariable indirect manufacturing costs
(M80T-5)
Variable indirect manufacturing costs
(M80T-5)
24
Variance analysis
Direct labor
Efficiency
(N81PII-4)
69,
(M81PII-5)
50
Rate
50,
(N81PII-4)
69
(M81PII-5)
Materials
Price
50,
(N81PII-4)
69
(M81PII-5)
(N81PII-4)
(M81PII-5)
50
69,
Quantity
Overhead
(M81PII-5)
(N81PII-4)
69
51,

EDP
S e e Electronic data processing

Electronic data processing
S e e a ls o AICPA Code of Professional Ethics— Independence
Internal control— Electronic data processing
Computerized audit program
(M80A-3)
14
Internal control
Separation of programming and operating functions
Compensating general controls for lack of proper separation
(N81A-4)
72
How achieved
(N81A-4)
72
Supervision of specialist employees
CPA need not be qualified to perform each o f specialist’s tasks, but he
should be able to define tasks and evaluate the end
product
(M80A-2)
14
Employer and employee relationships
Assistant buyer orders merchandise without express or apparent
authority to do so, but head buyer displays them to see if they will
sell and then may not repudiate the contract on the basis o f the
assistant buyer’s lack of authority
(M80L-5)
19
Engagement letter
Before undertaking CPA should inform client of all significant matters
relating to the engagement, which generally includes objectives,
scope, approach, role of all personnel, manner in which results are
to be communicated, timetable, and fee
(M80A-2)
14
EPS
S e e Earnings per share

Equipment
S e e Fixed assets

Cost-volume-profit analysis
S e e CVP analysis

(M81T-2)

42

E

Corporations
CEO may be liable for negligence in not taking prudent action (notifying
no one, but requesting normal audit) on anonymous letter indicating
defalcation
(N81L-3)
75
Merger
(N81L-2)
75

CVP analysis
Major uses

(N80T-5)

Extraordinary items
Gain or loss on early extinguishment of debt
61

F
D

FASB
No.
No.
No.

Data processing
S e e Electronic data processing

99

Statements
4
(N80T-4)
5
(N80T-3)
13
(N81T-5)

42
41
80

(N80T-4)

42

Index
FASB Statements ( c o n t.)
No. 33
(M81T-3)
No. 36
(M81T-5)

Intangible assets
S e e Consolidated financial statements
Patents

61
62

Interest income
S e e a ls o Investments— Long-term
Noninterest bearing note
(M80PI-4)

Federal income tax
Partnership
Limited partner
Maximum loss is lesser of contribution or $2,000
(M80L-5)
20
Practitioner civil liabilities and penalties
(M80L-2)

17

Federal securities regulation
Civil liability o f corporation as result of violations of Foreign Corrupt
Practices Act o f 1977
(M81L-4)
58
Criminal prosecution of corporation, its CEO, and its Central American
representative faced as result of violations of Foreign Corrupt
Practices Act o f 1977
(M81L-4)
58
Employees’ stock purchase plan problems
(N81L-2)
75
Intrastate offering requirements, limitations, and typical
problems
(M81L-4)
58
Merger constitutes “ sa le ,” requirements of Securities Act of
1933
(N81L-2)
75
Securities Act of 1933
Applies to offering and sale of limited partnership interests
(M80L-5)
20
Liabilities and defenses given parties or classes o f parties as result of
going public
(M80L-2)
17
Sec. 11 (a)
(N80L-4)
38
Securities Exchange Act o f 1934
(M80L-5)
20

Internal control
Cash admission fees weaknesses and improvements
(N80A-4)
35
Electronic data processing
(N81A-4)
72
Payroll
(M80A-5)
15
Questionnaire
(M 81A-4)
54
Receiving reports and receipts of goods
(N81A-3)

Foreign Corrupt Practices Act o f 1977

(M81L-4)

Internal Revenue Code

(M80L-2)

International auditing guidelines
Sec. 8002
(M80A-2)

17

14

Inventory
S e e a ls o Audit procedures

Adjustments schedule
(N81PI-4)
65
Average cost
(M80T-1)
22
Consignment
(M81T-4)
62
Decline in value
(M80T-2)
22
FIFO
(M80T-2)
22
Freight in is inventoriable cost
(M81T-4)
61
Include goods not yet received if shipped FOB shipping point
(M81T-4)
61
LIFO
Cost flow assumption
(M80T-2)
22
Reasons for using in inflation
(M80T-2)
22
Loss in current period
(M80T-2)
22
Pool valuation (units and dollars) at end of each o f two years using
LIFO
(N81PI-4)
64
Retail method
(M81T-4)
61
Several purchases during year at increasing prices would result in lower
inventory and higher CGS on weighted-average rather than
FIFO
(M81T-4)
61

41

58

Fund accounting
S e e Governmental accounting
Municipalities

72

Internal rate of return
S e e Capital budgeting

Financial Accounting Standards Board
S e e FASB statements
Fixed assets
Accounting for gain or loss on sale
(N80T-2)
41
Equipment
Capitalizable cost on exchanges other than cash
(N80T-2)
41
Expenditures capitalized
(N80T-2)
41
Expenditures capitalized on items already in use
(N80T-2)

3

Investments
S e e a ls o Marketable securities
Long-term
(M 81PI-4)

44

G
L

Generally accepted auditing standards
Standards o f field work
Knowledge of entity’s business helps in planning and
performance
(N80A-3)
34
Supervision o f a specialist
(M80A-2)
14

Leases
Lessee
Capital
Accounting at inception and during first year
(M80T-3)
22
Criteria
(N81T-5)
80
Expense involving depreciation and interest
(M81PI-5)
46
Operating
Accounting at inception and during first year assuming equal
payments beginning of each month and, then, payments not on
straight-line basis
(M80T-3)
22
Rental expense 10 months
(M81PI-5)
46
Lessor
Compare and contrast sales-type lease with direct financing lease
Amortization of earned interest income
(M80T-3)
22
Gross investment
(M80T-3)
22
Manufacturer’s or dealer’s profit
(M80T-3)
22
Contrast sales-type with direct financing lease
(N81T-5)
80

Goodwill
S e e Consolidated financial statements
Governmental accounting
S e e a ls o Municipalities
Appropriations purpose and significance
Purpose of system
(N81T-3)
79
Reason budget is recorded
(N81T-3)

(N81T-3)

79

79

I
Insurance
Property casualty insurance schedule

(N81A-2)

72

100

Index
Leases
Lessor (c o n t.)
Direct financing
Annual rental involving cost, investment tax credit, present value
o f residual value, and present value of lease rental
payments
(M81PI-5)
46
Criteria
(N81T-5)
80
Gross lease rentals receivable and unearned interest revenue at
inception
(M81PI-5)
46
Operating
(M81PI-5)
46
Sales-type
(N81T-5)
80

Municipalities
S e e a ls o Governmental accounting
Central garage fund
Closing entries
(M81PII-4)
49
Entries for transactions
(M 81PII-4)
49
General fund
Entries for budgeted and actual transactions
(M 81PII-4)
49
Journal entries
(N81PII-5)
70
Journal entries involving the general long-term debt group, general fixed
assets group, and the following funds: general, capital projects,
special assessment, intragovemmental service, and trust
(M80PII-4)
9 -1 0
Library Capital Projects Fund journal entries
(N80PII-5)
31

Long-term contracts
Completed-contract
Billings on uncompleted contract in excess of related costs
(N80PI-4)
26
Costs o f uncompleted contract in excess of related billings
(N80PI-4)
26
Costs relating to substantially completed contract in excess of
billings
(N80PI-4)
26
Income not recognized until contract is completed, or substantially
so
(N80PI-4)
26
Loss provision made for expected loss even before contract is
complete
(N80PI-4)
26
Percentage-of-completion
Gross profit to be recognized in first partial year
(N80PI-4)
27
Theoretical discussion and evaluation
(N80T-3)
41

N
Negotiable instruments
S e e Commercial paper
Net sales
Adjustments schedule

(N81PI-4)

1976 Tax Reform Act

(M80L-2)

Nonmonetary transactions
Equipment
(N80T-2)

Long-term debt
S e e Bonds payable

Notes receivable
Noninterest bearing

65

(M80L-5)

17,

20

41

(M80PI-4)

3

Loss recognized on substantially completed contract, after expected loss
recognized in previous year
(N80PI-4)
26

p
Paid-in capital
S e e Stock
Stockholders’ equity

M

Partnership
Existence determining rules of Uniform Partnership Act
(M81L-5)
59
General partners liable for unpaid debts o f limited partnership
(M81L-5)
59
Irrevocable term in agreement
(M80L-5)
19
Limited
Federal securities laws regulate some and there may be violations
here
(M80L-5)
20
Liable and must satisfy judgment to extent it has assets
(M81L-5)
59
Partner becomes liable as general partner by assuming managerial
role
(M81L-5)
59
Limited partners
Maximum federal income tax loss
(M80L-5)
20
Right to sue general partners for damages based upon their negligence
or breach of fiduciary duty
(M80L-5)
20

Machine
S e e Fixed assets
Management advisory services
Sec. 150
(M 80A-2)

14

Managerial accounting
S e e Cost accounting
Marketable securities
S e e a ls o Investments
Equity
Cost method income
(M81PI-4)
45
Income for each of first two years after initial investment, two
purchases, restating first year, two goodwill amounts (and
amortizations), cost method and equity method
(M81PI-4)
45
Model Business Corporation Act
(N81L-2)
75

(N80L-2)

Patents
Income on sale computation

37,

(M80PI-4)

3

Pay-back
S e e Capital budgeting

Multiple choice answers
(M80A-1-1 thru 60)
13,
(M80L-1-1 thru 50)
16,
(M80PI-1 thru 3-1 thru 60)
1
(M80PII-1 & 2-1 thru 40)
6,
(M80T-1-1 thru 60
21,
(N80A-1-1 thru 60)
33,
(N80L-1-1 thru 60)
36,
(N80PI-1 thru 3-1 thru 60)
25,
(N80PII-1 & 2-1 thru 40)
28,
(N80T-1-1 thru 60)
40,
(M81 A -1-1 thru 60)
52,
(M81L-1-1 thru 60)
56,
(M81PI-1 thru 3-1 thru 60)
43,
(M81PII-1 thru 3-1 thru 60)
48,
(M81T-1-1 thru 60)
60,
(N81A-1-1 thru 60)
71,
(N81L-1-1 thru 60)
74,
(N81PI-1 thru 3-1 thru 60)
63,
(N81PII-1 thru 3-1 thru 60)
68,
(N 81T -1-1 thru 60)
78

Payroll
Internal control weaknesses and inquiries to make in clarifying possible
weaknesses indicated in flowchart and narrative
(M80A-5)
15
Pension plans
Actuarial gains and losses accounting
Disclosures in statements or notes
Normal cost
(M81T-5)
62

101

(M81T-5)
62
(M81T-5)
62

Index
Sales (c o n t.)
Bulk
Legal notice
(N81L-5)
76
Major legal procedures to make transaction valid and effective against
any creditor and what they attempt to prevent
(N81L-5)
76
Necessity of precautions taken by buyer
(N81L-5)
77
Computerized audit program uses in performing substantive tests of
(M80A-3)
14
records in their machine readable form
Installment
(M80PI-4)
3
Warranties
(N81L-5)
77

Pension plans ( c o n t.)
Vested benefits and what their actuarially computed value
represents
(M81T-5)
62
Percentage-of-completion method
S e e Long-term contracts
Plant assets
S e e Fixed assets
Present value
S e e Capital budgeting
Quantitative methods
Price-level accounting
Constant dollar
(M81T-3)
Current cost
(M81T-3)

SAS
No. 1
(M80A-5)
(M 81A-3)
53,
No. 2
(N80A-2)
No. 3
(M80A-3)
No. 5
(N80A-3)
No. 6
(M80A-3)
(M81A-3)
No. 11
No. 14
(N80A-2)
No. 21
(M80A-3)
(N80A-3)
No. 22
(M80A-4)
No. 23

61
61

Property
Attorney liable for negligence for failing to discover newly filed second
mortgage on land prior to its purchase because his search was too
far in advance o f closing
(N81L-4)
76
Breach o f contract
(M80L-3)
17
Buyer buys land without assuming existing mortgage
(M80L-4)
19
Company holding valid second mortgage properly filed and recorded
prior to sale o f the land has right to be paid by new owner or
foreclose
(N81L-4)
76
Purchaser o f land has cause of action against seller for not disclosing
second mortgage very recently filed before closing
(N81L-4)
76
Sale o f a business
(M80L-3)
18

SEC

(M81L-4)

(N80A-3)
(M81A-5)
55
(M81A-3)
34,

34,

15,

53

14
34
14
53
34
14
34
1 4 -1 5 ,

(M81A-5)

(N81L-2)

58,

55

75

Secured transactions
Consignment
(M81L-3)
57
Field warehousing
(M80L-4)
19
Lien creditor levied prior to perfection by filing of second creditor and
prevails
(M81L-3)
58
Perfected security interest
(N80L-3)
37
Perfection by possession
(M81L-3)
58

Q

Securities Act of 1933
S e e a ls o Federal securities regulation
(N81L-2)
75

Quantitative methods
S e e a ls o Breakeven point
Internal rate of return
S e e Capital budgeting
Net present value
S e e Capital budgeting
Present value
S e e a ls o Capital budgeting
Computation o f income on sale of patent utilizing present value of an
annuity
(M80PI-4)
3
Rate o f return
S e e Capital budgeting

(M81L-4)

58,

(M 8IL-4)

58

Securities and Exchange Commission
S e e a ls o S E C
(N81L-2)
75
Securities Exchange Act of 1934
S e e a ls o Federal securities regulation
Statement of changes in financial position
Working capital concept
(N80PII-4)

41

Statements on Auditing Standards
S e e SAS

R

State securities laws
Filing generally required and clearance to offer and sell within the
state
(M81L-4)
59

Rate o f return
S e e Capital budgeting

Stock

Ratios

S e e a ls o Stock options

S e e Earnings per share

Common
Preferred

Receivables
S e e Notes receivable

Stock dividend

Report

(N80L-2)

(N80T-5)

42
37
42

Stockholders’ equity
S e e a ls o Business combinations— Pooling of interests
Stock
Stock options
Schedule of all transactions affecting and balance
(M80PI-5)
13

S e e Auditor’s report

Robinson-Patman Act

(N80T-5)
(N80L-2)

37

s

Stock option plan
S e e a ls o Stock purchase plan (for employees) and stock option plan for
executives
Entry at date o f grant
(M80T-4)
23

Sales
Auditing procedures for records after applying computerized audit
program
(M 80A-3)
14

102

Index
Stock options
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